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NEW DEVELOPMENTS IN TAX ASPECTS OF 


ecounting 


EDITED BY CARL M. ESENOFF, CPA, & C. W. LAMDEN, Ph.D., CPA 





Is interest deductible only if the 


debt has a nontax profit purpose? 


by WILLIAM H. HARRAR 


Though the first, highly artificial, bond cases (Goodstein and the like) turned on 


findings of no real debt, some language in those opinions so held that interest on 


a genuine debt would not be deductible unless the loan had a business or profit or 


commercial motive aside from a tax saving. Mr. Harrar notes that in Stanton a 


deeply divided Tax Court refused to take such a position; in Knetsch, now before 


the Supreme Court, this question may be authoritatively answered. Meantime, the 


injection of the business-purpose doctrine into questions of interest deductibility is 


a disturbing extension of the Gregory rule into a new area. 


QO DAY A WEALTHY MAN, longing for 
tax sophistication because he was in 


the 90% bracket, was mulling over the 
problem of how to keep more than 10 
cents on the dollar. The Devil appeared 
to him and whispered in his ear the fol- 
lowing scheme: 

1. Buy a million dollars face amount 
of U. S. Treasury notes, maturing in 1] 
months, with the next two coupons de- 
tached.1 You can get them for $975,000. 

2. It is simple to get hold of the pur- 
chase money. Borrow $975,000 from the 
Obliging Bank & Trust Company, giv- 
ing the lender your note with the Treas- 
uries as collateral. 

§. The for the 1] 
months will be $42,454, but you now 
have that 


taxes 


interest charge 


deduction in 
amount, which will bring your 
down by $38,209. 

4. Upon the maturity of the notes, 
Obliging will remit $25,000 to you, and 
on this you will pay a capital gains tax 
of $6,250. 


an interest 


5. Now. see what you have accom- 
plished: 
Outlays 
Interest $42,454 
Capital gains tax 6,250 
~ $48,704 


Emoluments 
Reduction in income tax 
Redemption money 


$38,209 
25,006 
$63,209 


And that $14,505 “take” is yours, with 
no further taxes to pay! 

In the practically clear and untroubled 
climate of the early fifties, this scheme, 
with embellishments, was warmly em- 
braced by many investors, particularly 
in Boston, New York, and Los Angeles. 
In the course of events, the Treasury 
got wind of it, and the Internal Revenue 
Service remarked dourly in Rev. Rul. 
54-942 that such a transaction would lack 
that “tax- 
payer does not expect to make a cash 
profit on the transaction independent 
of Federal income tax consequences, nor 
does taxpayer risk the money he ‘bor- 
so that the “interest’”’ would not 
be deductible. Despite this one dis- 
cordant note, many tax counselors, be- 
lieving that interest constituted an un- 


“commercial substance” in 


rows,’ ” 


1 This is the maximum number that could be de- 
tached on a semiannual interest bond under IRC 
1954, Section 1232(c), as originally enacted, under 
penalty of having the gain on disposition taxed as 
ordinary income. By the Technical Amendments 
Act of 1958, Section 1232(c) was amended to pro- 
vide that bonds bought after 1957 must have no 
future coupons detached in order to allow of capi- 
tal gains treatment. The effect of detaching future 
coupons, of course, is to lower the market price. 

2 1954-1 CB 53. 

8 Apparently it had also been approved by the In- 
ternal Revenue Service in a number of private 
rulings prior to Rev. Rul. 54-94. 

#30 TC 1178 (1958). 

5 267 F.2d 127 (1959). 

*293 U.S. 465 (1935), holding that a transfer of 
assets by one corporation to another, in which the 
statutory steps are sedulously followed, will be dis- 








assailable deduction, continued to sanc§Seaboard, 


tion the scheme.’ The blow fell in &jj 


at once. D 


D. Goodstein,t and in a way it was alan appli 
pity because the facts of the case were| was even 
almost tailor-made for the Government. windup ¢ 


On the fascinating facts set out in the} 


paymer 


accompanying box, Goodstein claimed|help the | 


an interest deduction of $50,000 for 1959 
and one of $170,511.82 for 1953. These 
amounts were allegedly paid to the 
lender, Seaboard Investment Co. The 
Tax Court, per Judge Atkins, said “no,” 
and the Court of Appeals for the First 
Circuit, per Judge Hartigan, affirmed.) 

Invoking the well-settled definition of 
interest as being “the amount one has 
contracted to pay for the use of bor. 
rowed money,” Judge Atkins concluded 
there had been no actual loan from| 
Seaboard to the taxpayer. 

“The actual purchase by Livingstone 
of $10,000,000 face amount of Treasury 
notes was consummated only to give| 
color to the transaction, and, as pointed| 
out, these notes were disposed of im-| 
mediately. We think it apparent that it 
was the intention of all the three partici- 
pants that the petitioner would not pur- 
chase the Treasury notes, that there 
would be no actual loan to the peti 


| 





tioner, and that he would not pay any 


interest. He did not risk any borrowe 
money. The only amount he actually 
paid out and risked was the $15,000.” 


No “debtor-creditor relationship” 


In answer to taxpayer’s contention 
that Seaboard came into funds by using 
taxpayer’s Treasuries to cover a short 
sale of the notes, thus enabling Good- 
stein to complete his purchase, the court 
stated that assuming such was the plan, 
nothing resulted but bookkeeping entries 
“insufficient to constitute a debtor-credi- 
tor relationship between the petitioner 
and Seaboard.” Further, said the court, 
there was no actual payment of interest. 
Every time Goodstein drew a check to 


regarded where the plan has no business or corpo- 
rate purpose apart from the reduction of taxes. In 
the light of later cases, Goodstein’s limited use 
of Gregory is interesting and perhaps prophetic. 
7247 U.S. 179 (1918), holding that “books are no 
more than evidential, being neither indispensable 
nor conclusive.” 

5 See note 5. 

®In Becker, 277 F.2d 146 (CA-2, 1960) the ques- 
tion of whether any loss was deductible in the 
year of disposition of the securities was squarely 
presented. The decision was that the amount of 
the actual out-of-pocket loss could be deducted in 
that year as being attributable to the failure to 
exercise an option. See IRC 1939, Section 117(g) 
(2). Under IRC 1954, Section 1234, whether such 
loss would be capital or ordinary is made to de- 
pend on the nature of the underlying asset in the 
hands of the holder. 
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Seaboard, he got the money back almost 


Finally, the court held as an alternate 


259 


Accounting * 


wit, a promise by Goodstein to pay a 





in Eli}at once. Nor was there anything to show ground that the giving of notes to cover sum of money on or before March 15, 
Was aan application of coupon interest. It liability is not payment, which disposed 1954, and a promise by Seaboard to 
were was even doubtful that the purported of Goodstein’s case for 1952 and 1953. acquire and deliver to Goodstein the 
nent.| windup of the transaction in 1954 was Treasury notes with interest accrued 
in the/a payment of interest. That would not Goodstein appeal from the date of the contract. But the 
aimed|help the claim of payments in 1952 and In affirming,’ the court of appeals court held that this exchange | of 
t 1952}1953 by a cash-basis taxpayer, and be- rested first on the alternate ground of .. promises was insufficient basis to allow 
Chese| sides, the whole obligation was without the Tax Court (giving notes is not pay- Goodstein to deduct the down payment 
) the} substance. ment) but it also agreed that no in- in 1952 as a loss on a profit-motivated 
The Judge Atkins made only a limited use debtedness had been created between transaction, although it intimated as 
“no,” of Grevory v. Helvering,® citing it in Goodstein and Seaboard and that there dictum that an adjustment might be 
First} support of the statement that one can- was neither a purchase of the notes by possible in the windup year of 1954.9 
med.')not come within a statute by exalting Goodstein nor any borrowing by him. The appellate court did not go into the 
on of} artifice above reality, and pointed to the Judge Hartigan added, however, that a _ doctrine of form v. substance, nor did it 
has) inconclusiveness of book entries under legal relationship in the nature of an _ rest its opinion on lack of business pur- 
bor rule in Doyle v. Mitchell.? executory contract had been created, to pose. 
lude — 
from|) EXHIBIT I: The Elaborate but Insubstantial Goodstein Transaction 
} 
stone|| COODSTEIN was advised of the scheme promissory note for that amount as_ check to Seaboard with a letter stat- 
|| by one M. Eli Livingstone, who ap- _ the balance of the purchase price and ing it was in payment of interest; 
ey parently had successfully imparted it reciting therein that the U. S. notes within three days he would receive 
isi i] to a number of clients and indeed had been deposited with Seaboard as_ back from Seaboard a check in the 
f im.|| ™AY have been its inventor. Although collateral. Goodstein also instructed identical amount, and he would then 
| involving a lot of paper work, the Seaboard to pay for and receive the give Seaboard a promissory note in 
artic.|| Plan had one operating advantage notes and gave Livingstone reciprocal the amount of Seaboard’s rebate. Ac- 
t pu \ over the one described by our in- instructions to deliver the notes to cording to Goodstein, the balance of 
there] fernal friend, namely that it dis- Seaboard against payment. his interest obligation was discharged 
er} pensed with the vulgar necessity for Meanwhile, what of the Treasury by Seaboard’s crediting him with the 
| ctual money (except for a small notes? Well, Guaranty Trust Com- coupon interest on the Treasury 
cere down payment) and almost obviated pany, having been instructed by Liv- notes; but one is not surprised to 
tuall¥l the need for U. S. securities—indeed, ingstone to receive them from De- learn, in view of the fact that Sea- 
yy) || the latter appeared on the scene for vine, did so, charged Livingstone’s board had no Treasury notes, that 
| exactly one-half hour and were then account on its books for the price, Seaboard’s books reflected no receipt 
| whisked away. and credited Devine’s account for of Treasury interest on behalf of 
oll Che bulk of the paper work took the price. One-half hour later, on Goodstein nor any application of 
iinal place on an October day in 1952 and further instructions from Livingstone, such interest to any obligation of 
ree was as follows: Goodstein gave Liv- Guaranty redelivered the notes to Goodstein to Seaboard. 
Good ingstone an order to buy $10 million Devine, receiving Devine’s check, Early in 1954, Goodstein assigned 
ries of 134 Treasury notes, maturing which Guaranty had duly certified on his equity in the Treasury notes to 
plat March 15, 1954, and his check for the basis of the previous credit to a foundation, which in turn directed 
eek | $15,000 on account (this was the first Devine’s account, and thereupon that the notes be sold and the pro- 
ead and last real money in the deal; it credited Livingstone’s account for the ceeds remitted after discharge of Sea- 
ee eventually went to Livingstone as a__ proceeds of the sale back. Livingstone _ board’s lien. The booking of this final 
as commission). Livingstone then placed then hooked Seaboard into the ma- transaction was impeccable, although 
ieee an order with C. J. Devine Co., bond —chinery by issuing it a confirmation the court remarked, “There is no 
as dealers, for the purchase of the $10 slip showing he had sold the bonds showing that in fact Seaboard did 
million of notes and issued two con- as agent for Seaboard. That was the acquire any Treasury notes at that 
firmation slips, one to Devine and the — end of any dealings with the physical — time or that there was an actual sale 
bee other to Goodstein, showing the pur- bonds. They had moved back and _ to close out the transaction.” Ap- 
ted chase by Livingstone as agent. Devine _ forth across a Guaranty desk but had parently the “sales proceeds’ were 
pnt two days later confirmed the sale to never come into the possession of sufficient to discharge Goodstein’s 
jects Goodstein, acknowledged payment of — either Goodstein or Seaboard. More- liability on both the original note 
the market price, and stated that the over, no money had come out of Sea- and _ the subsequent interest notes. As 
securities had been delivered to board, either as a loan to Goodstein for the foundation, it received the 
fa Guaranty Trust Company. As a fillip or a payment to Devine for the notes. balance, which was $379.75. Good- 
quare of stark realism, the serial numbers The moneyless financial machinery — stein claimed an interest deduction 
wre af of the notes were listed. Meanwhile continued to click. Goodstein pro- for 1952 of $50,000 (represented by 
lure t Goodstein borrowed $9,914,212.71 ceeded to take care of his interest his checks to Seaboard) and $170,- 
117 (g from Seaboard Investment Co., a obligation on the note to Seaboard 511.82 for 1953 (his net checks to 
Pee: Livingstone company with cash assets on eight different occasions, in each Seaboard plus a claimed application 
in the of under four figures, giving his instance as follows: He would send a_ of coupon income). *% 
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It is unfortunate that Goodstein and 
the cases following it (seven of them 
involving Livingstone clients) were the 
first to reach trial. Involving as they did 
elaborate bookkeeping artifice and often 
the ritualistic purchase and ‘immediate 
resale of the Treasury notes, the Govern- 
ment could hardly lose the cases. In 
time, as we shall see, the Tax Court, 
like a man taking additional hacks at 
an already dead snake, evolved the ad- 
ditional doctrine that interest could not 
be deducted unless the indebtedness of 
which it was the price had a business or 
commercial purpose. This novel exten- 
sion of the Gregory rule from the arena 
of corporate reorganizations to interest 
situations could have unsettling reper- 
cussions. At any rate, it was not until 
April of 1960 that the Tax Court came 
to deal with a case less permeated with 
mummery than the Goodstein type of 
situation and began to modify the stand 
it had taken. 


Business purpose 


The Government followed its victory 
in Goodstein with seven more defeats of 
the taxpayer, each involving a deal con- 
ceived and engineered by M. Eli Living- 
stone. and Becker! 
were so much like Goodstein that they 


Sonnabend, Fox, 
were filed as memoranda. As the court 
said in Becker, “Even some of the names 
strike a familiar chord.” Another Liv- 
ingstone customer tried the Court of 
Claims,11 found it sym- 
pathetic than the Tax Court. In the last 
three 


but no more 
“Livingstone” cases—Lynch, Ju- 
Miles—the bookkeeping 
reached such a pitch of perfection that 
hardly any money, no U. S. notes, and 
neither Guaranty Trust Company nor 
C. J. 

But a new theme appears in these 
three The 


lian, and 


Devine Co. were required.12 


cases. in 


that 


taxpayer 
if 
lacked business purpose or commercial 
“it moment, for a 
deduction pursuant to Section 23(b) is 
not subject to limitation on this basis.” 
Judge Bruce, although sustaining the 
the no-real-debt 
ground, took pains to overturn this argu- 
ment and thereby imported Gregory into 
the interest situation. A transaction hav- 
ing no business purpose other than the 
avoidance of taxes by creating a deduc- 
tion “is clearly not within the intend- 
ment of the taxing statute and will be 
ignored for tax purposes.” He con- 
tinued: “Businessmen by their nature 
are imbued with a desire to profit from 


Lynch 


argued even his transactions 


substance, is of no 


Commissioner also on 


November 1960 


their business enterprises.” But here the 
bonds were brought in 1953 at 8674 with 
all coupons prior to March 15, 1959, 
detached. The bonds would have to rise 
to 105 before the prepaid interest on 
taxpayer's “loan,” amounting to over 
$117,000, could be recouped. The only 
hope of realizing a profit rested on the 
interplay of the capital gains tax and 
the interest deduction, and “the trans- 
action was economically unfeasible with- 
out the favorable tax impact.” 

In Miles, he stated the thesis more 
succinctly: 

“Throughout the above mentioned 
cases!8 is an underlying theme that only 
bona fide business transactions having 
a legitimate business purpose in addi- 
tion to the minimization of taxes will be 
recognized for tax purposes, and then 
only if the characterization the taxpayer 
places on the transactions is in reality 
what it purports to be in form.” 

On the appeal of the Lynch and 
Julian cases,14 the Second Circuit did 
not rest its affirmance on Gregory, but 
“on the more fundamental ground that 
all the elaborate drawing of checks, 
execution of notes and bookkeeping 
entries . . . did not in fact produce the 
legal transactions which they simulated. 

Here no money was used or for- 
borne. When the series of transactions 

was completed, the parties were 
exactly where they had been at the 
outset, save only that each taxpayer had 
paid $29,114.61 for a contractual right 
to delivery of the Treasury notes.” 

Mentioning the business-purpose argu- 
ment, Judge Friendly said that the dim 
prospect of a profit through market ap- 
preciation cast doubt on the claim of a 
purpose other than tax avoidance and 
remarked that the court had said in 
Transport Trading that the Gregory 
doctrine was not limited to reorganiza- 
tions. But he pointed out that “of course 
any application of the doctrine 
Gregory v. 


of 
Helvering to Section 23(b) 
would have to recognize that the inter- 
est deduction extends to personal as well 
as to business transactions.” Thus, it 
can not be said that the appellate courts 
have so far applied Gregory to defeat 
the interest deduction in a bond-pur- 
chase case.16 


Stanton—a real debt 


Nothing being simple in the tax field, 
the tide which had been running so 
strongly, and perhaps so justifiably, in 
favor of the Treasury came to a halt in 
L. Lee Stanton,1? although one cannot 


[Mr. Harrar is a member of the Ney 
York Bar. He practices in New York) 


done by 
entries, an 





say it has definitely begun to ebb or that 


~a true Livingstone deal would ever suc 


ceed. 

The Stanton situation was more like 
that described hypothetically at the stan 
of this article. It involved two deals, 


The first was a purchase by Stanton of 
$9 million face amount of non-interest. 
bearing C.I.T. notes, maturing about 
seven months later, at a cost of some 
$8,888,000. To finance the purchase, he 


borrowed the price, with the C.LT, 


notes as collateral, from four New York 


banks at a total interest cost of $144,032 


Since the potential profit on the notes 


payer wou 
on Grego' 
mess’ Or 

this choice 
so far. Ty 
to be ded 
the applic 
doctrine. 

fons, e€ac 
Harron, s 
uchieved 

ingly eno 
1 ager 
hile Ju 
and Miles 
Writing 


was only $112,000, Stanton could not\dock reste 


have expected an over-all gain unless 
the money profit was taxed at capital 
gain rates and the interest allowed as an 
ordinary deduction. The second deal 
was a purchase in 1953 of $5 million 


Congress 
lebt ded 
be incur 
securities. 
Senate at 


face amount of 1.5% Treasury notes,\the Reve! 


maturing in March 1955, at a cost, in 
cluding accrued interest, of some $4, 


943,600. This Stanton financed by loans 
by the 
Treasury notes, from four other lend. 


totalling $5 million, secured 


ing banks. 


-duction v 
‘the paym 
“Congr 
in 

b 
hransactic 


ment 
money 


The net interest paid by him in 1953ghat it ca 
(including an application of coupon injpr nonbi 


terest) was $173,475. He sold off some 
of the notes in February of 1954 and the 


balance in June. Had the lending bank 
been willing to terminate the loans a 


of the selling dates and give back to 
Stanton the unearned interest, his capi- 
tal gains on the sales would have ex- 
ceeded net interest paid by some $31,000. 
the 
loans, however, and he had to pay $126, 


The banks refused to terminate 


000 more interest than he had planned. 


In contradistinction to the “Living- 


stone” cases, Stanton presented an actua 


purchase of short-term obligations, ac. 
tual borrowings from real banks, and 
out-of-pocket payments of interest, al. 


though no hope of profit except in term 


hransactic 
and the ' 
Sfwrite or 
she law.” 
He di: 
stone” Cc 
empty be 
illusion 

long-tern 
they all 

“collusiv 
that the 
liLynch n 
the abse 
It was s 
Stanton’: 
Slit was oO 


of tax savings. This time it had not been 


10 Sonnabend, P.H. Memo Dec. 58-758, aff’d 267 
F.2d 319 (CA-1, 1959); Fox, P.H. Memo Dec. 58- 


fpevate 


' Transpo: 


869; Becker, P.H. Memo Dec. 59-85, aff’d 277 F.2d 


146 (CA-2, 1960). 

11 Broome, 170 F.Supp. 613 (1959). 

12 Lynch, 31 TC 990 (1959), Julian, 31 TC 99 
1959), both aff'd sub nom. Lynch, 273 F.2d 86 


(CA-2, 1959); Miles, 31 TC 1001 (1959), on app. 
“No cash or 
bonds were needed ... , for the obligations can- 


CA-2. In Lynch, the court said: 


celled each other, and none were used.” 


13 Gregory Vv. Helvering, note 6; Higgins v. Smith, 
308 U.S. 473 (1940); Court Holding Co., 324 U.S. 


331 (1945). 
14 See note 12. 
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and wash book 
forkijentries, and a decision against the tax- 
——|»ayer would necessarily have to be based 
r thaton Gregory and the absence of “busi- 
r sucess” or “profit” motives. Faced with 

this choice, the Tax Court refused to go 
> likeo far. Twelve judges held the interest 
 Stariio be deductible and expressly rejected 
deals {ihe applicability of the business-purpose 
The 


Newklone by mirrors!8 


on ofidoctrine. three dissenting opin- 
Judge 
about'Harron, show that the result was not 
somejachieved without a struggle. Interest- 
se, helingly enough, Judge Atkins, author of 
L.LT.(Goodstein, voted with the majority, 
Yorkhwhile Judge Bruce, author of Lynch 
4,032 


note 


erestjions, each concurred in -by 


and Miles, was among the dissenters. 
Writing for the majority, Judge Mur- 


1 not\dock rested his opinion on the intent of 
inless\Congress not to limit the interest-on- 
apital\debt deduction except where the debt 


as anjwas incurred to buy or carry tax-exempt 
dealjsecurities. Pointing to the failure of a 
illion'Senate attempt during consideration of 
the Revenue Bill of 1924 to deny the de- 
luction where the purpose was to evade 


notes 
it, in 
$4,-the payment of taxes,!9 he said: 
Congress has included no require- 
the Code that the borrowed 
used in connection with a 


loans 
thefment in 


lend-money be 


ransaction entered into for profit or 
1953that it cannot be borrowed for personal 


mm il 


nonbusiness purposes or used in a 
som 
id. the 
banks 
ns as law.” 
ck tol He 


Capti-jstone”’ 


unsaction involving tax benefits 
nd the Tax Court has no authority to 
or read such requirements into 


distinguished all of the “Living- 
cases as involving “merely an 
S Ga 
1,000 


mpty bookkeeping device to create the 
and 

thejlong-term capital gain,” pointed out that 
$126,-Ithey 


lusion of indebtedness, interest 


all could have been rested on the 
noted 
affirmed 
ch not on the Gregory rule but on 


ined llusive sham” doctrine and 


iving the Second Circuit had 
ictual 


S, aC absence of genuine indebtedness.2° 


andjlt was sufficient for the majority that 
t, 


al-Stanton’s indebtedness was genuine and 


terms 


was of no moment that he was tax- 


been motivated. 


ransport Trading & Terminal Corp., 176 F.2d 
(CA-2, 1949). The specific holding was: Greg- 

y means that “in construing words of a tax 
ite which describe commercial or industrial 

nsactions, we are to understand them to refer 
'C 9980 transactions entered upon for commercial pur- 
2d 867 poses and not to include transactions entered upon 
» other purpose but to escape taxation.”’ The 


ash orfourt was there interpreting IRC 1939, Section 


n apt 


is Cal a), defining a dividend as “a distribution 

ude by a corporation to its shareholders.” It is 
Smith n to question whether IRC 1939, Section 23(b), 
244 U.S.jand IRC 1954, Section 163, dealing with “interest 


indebtedness,” refer exclusively to ‘“‘com- 


ercial or industrial transactions.” 








All three written dissents were deeply 
felt. Judges Opper and Bruce said that 
the business-purpose holdings of Lynch 
and Miles were now being repudiated. 
Judge Bruce, citing Transport Trading, 
thought that could 
limited to corporate reorganizations. 
Judge Pierce thought the case was of 
major importance in the running of the 
Federal income tax system. The latter 
also said the deduction should have been 
disallowed on any one of three ap- 
proaches: To allow it would violate the 
spirit and intent of the statute, or the 
transactions were shams, or the interest 
should have been treated as a part of 
the capital cost of the appreciation in 
values. “. . . Of all the possible solutions, 
the one which in my view most clearly 
appears to be wrong, is that of approv- 
ing the claimed deductions.” 
that at least 
porarily the Tax Court has abandoned 
the business-purpose doctrine in 


Gregory not be 


It seems evident tem- 
this 
type of case. In MacRae,” decided five 
days after Stanton and involving a close 
parallel to a “Livingstone” deal (though 
without his participation), Judge For- 
rester used only the _lack-of-real-debt 
theory to throw out the deduction and 
stated: “Petitioners correctly note that 
the interest deduction does not require 
a business or profit motive or purpose.” 


Supreme Court may speak 


Whether the presence of a business 
or profit motive for the contracting of 
a loan is a prerequisite for the allow- 
ance of an interest deduction cannot be 
said to be settled. The Tax Court seems 
to have abandoned it in the bond-pur- 
chase cases, but it could be reinstated 
by the Second Circuit (which has ex- 
tended the business purpose doctrine 
beyond the reorganization area) in the 
Stanton appeal. Moreover, the Gregory 
rule was extended in full force by courts 
of appeal to deny the interest deduction 
in the annuity-purchase cases, namely, 
in the Weller, and Knetsch 
cases.?2 


Emmons, 


16 See also Becker, note 9, supra. But they have so 
applied it in the annuity-purchase cases. 

17 Stanton, 34 TC 1 (1960). Now on appeal by the 
Government to the Second Circuit. 

18 In MacRae, 34 TC—(No. 2, 1960), decided short- 
ly after Stanton and in accord with Goodstein, the 
court remarked that “the steps taken . . . were 
here each mirror images, and add up to zero.” 

1® See Seidman’s Legislative History of Federal In- 
come Tax Laws, pp. 728-30. The tax evasion there 
under consideration was the deduction of interest 
on debt incurred to buy tax-exempt securities, and 
there is no evidence that in 1924 Congress was 
thinking of any other kind of evasion in connec- 
tion with the interest deduction. 
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Accounting * 


is to state all of 
these cases. The taxpayer arranged to 
buy an annual premium contract from 
a regular insurance company. After pay- 
ing the first premium, he borrowed $59,- 
000 from a bank, pledging the policy 
as collateral, and used the proceeds of 
the loan to pay all the additional pre- 
miums due 


To state Emmons 


under the contract, which 
thus became fully paid-up. Then he paid 
$13,600 to the insurance company as a 
prepayment of five years’ interest on a 
loan to be made him by the company. 
The loan value now became $68,364, and 
taxpayer, receiving this amount back 
from the insurance company, used $59,- 
000 of it to pay off his loan at the bank. 
The following year he prepaid another 
three years’ interest, raising the loan 
value to $73,728, and the company paid 
over to him the loan 
of $5,364. Naturally, the only 
profit to the taxpayer lay in the hard- 
dollar cost to him of the so-called in- 
terest payments, i.e., if he were in a 90% 
bracket, a $9,600 payment would cost 


net increase in 


value 


him only $960, while he got back loan 
proceeds of $5,364 and he need never re- 
pay the loan. 

Both the Tax Court and the Third 
Circuit held that this was too good to be 
true, or at least too tax-motivated to be 
sustained. Judge Forrester said: 

“We might characterize peti- 
tioner’s activities here as an operation 


well 


having no business or annuity or bor- 
rowing purpose—a mere device which 
put on the form of a loan as a disguise 
for concealing its real character, and the 
sole object and accomplishment of which 
the 
ceived plan, not to borrow money (or 


was consummation of a _precon- 
purchase an annuity) but to create a 
deduction for income tax purposes.” 

Judge Staley, citing 
Gregory, Higgins v. Smith, Court Hold- 
ing, and Transport Trading? for the 
proposition that acts that economically 


In affirming, 


accomplish nothing but tax savings may 
be ignored, held that the lack of any 
independent economic purpose in the 


20 The Second Circuit did the same thing also in 
Becker, note 9, supra. 

2134 T.C. — (No. 2, 1960). See also Friedman, 34 
T.C. — (No. 45, 1960). In Kaye, 383 TC — (No. 
58), involving the same kind of deal in a Western 
setting and decided before Stanton but after the 
Lynch appeal, Judge Harron dwelt mainly on the 
no-real debt reason for denying the deduction and 
mentioned lack of business purpose only briefly. 
2 Emmons, 31 TC 26 (1958), Weller, 31 TC 33 
(1958), both aff'd sub nom. Weller, 270 F.2d 294 
(CA-3, 1959), cert. applied for; Knetsch, 272 F. 
2d 200 (CA-9, 1959), cert. granted, 2/23/60. See 
Diggs, — F.2d —, 6 AFTR 2d 5095 (CA-2, 1960). 
23 See notes 6, 13, and 15. 
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transactions, that the loans were non- 
recourse in nature, and that they were 
never repaid, were facts sufficient to 
make the conclusion of the court below 
a reasonable one. 

Certiorari has been granted in 
Knetsch,24 and an application therefor 
is still pending in Emmons and Weller. 
Although Congress has prevented the re- 
currence of an annuity-purchase deal by 
the enactment in the 1954 Code of Sec- 
tion 264,25 the Supreme Court’s pro- 
nouncements in Knetsch may well affect 
further developments in the bond-pur- 
chase cases. 

It may well be, however, that a Stan- 
ton situation will prove invulnerable to 
judicial attack. Leaving aside the ob- 
vious device cases, where it is all a mat- 
ter of mirrors and elegant bookkeeping, 
the actual incurring of indebtedness (in 
the sense of giving an enforceable note 
to a solvent lender, which in turn really 
lays out the money), on which interest is 
actually paid in cash, followed by a true 
payoff of the loan out of the proceeds 
of redemption of the bonds, seem to add 
up to something more approaching sub- 
stance than form. The annuity cases can 
be distinguished on the ground the tax- 
payers there never really meant to pur- 
chase annuity benefits, whereas Stanton 
did buy his bonds and later did put 
them in for sale or redemption. 

Furthermore, the requirement of 
profit motive or business purpose (prob- 
ably equivalent terms in this context) 
for validation of an interest deduction, 
where the debt is genuine, may create 
serious administrative problems. Just 
how profitable does the transaction have 
to be? Suppose the expected capital 
gain is $50,000 and the interest paid on 
a loan in order to buy the capital asset 
is $49,990. To take another variant, sup- 
pose the taxpayer incurs a 6% mort- 
gage of $20,000 to buy a $25,000 house 


2% Weller and Knetsch seem to be in conflict with 
Bond, 258 F.2d 577 (CA-5, 1958), which allowed 
the the 
under Texas law and because Congress had not 
denied a 


deduction because loan was enforceable 


specifically deduction for interest in- 
curred to buy or carry annuities in the year there 
involved. 
5 Section that “‘No 


- any amount paid or ac- 


264(a) provides deduction 
shall be allowed for. . 
crued on indebtedness incurred or continued to 
purchase or carry a single premium .. . annuity 
contract,” and (b) states that a contract shall be 
treated as a single premium contract “(1) if sub- 
stantially all the premiums on the contract are 
paid within a period of 4 years from the date 
on which the contract is purchased, or (2) if an 
amount is deposited after March 1, 1954, with the 
insurer for payment of a substantial number of 
future premiums on the contract.” 

26 IRC 1939, Section 23(b); IRC 1954, Section 163. 
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and it is common knowledge that a 
slaughter-house is to be located nearby. 
Will you disallow his interest deduction 
because as a judge you think he has 
made an improvident and, therefore, an 
unbusinesslike buy? 

No sagacious person is going to enter 
into any deal without counting on its 
tax effect, nor should he. Just as real 
estate syndicates would not function 
without the depreciation deduction, and 
oil operations would not be financed by 
movie stars without percentage deple- 
tion and the deduction for intangible 
drilling costs, so the interest deduction 
should be a dependable minus in any 


Cryptic ruling on consolidated returns 


attempts to block tax avoidance 


When a corporate buyer of stock of a corporation liquidates it soon after purchase, 
the basis of the assets is stepped up to the buyer's cost. The consolidated return 
Regulations, however, make no provision for special treatment to cope with the 
possible tax avoidance through intercompany transactions during a consolidated 
period followed by a sale of the subsidiary stock. The result, Mr. Hariton shows, 
is that, if the Code and the Regulations are applied literally, unrealized gain on 
intercompany transactions can be converted into cash at no tax cost. A recent} 
Revenue Ruling (60-245) touches on this problem. Its brevity and artfully chosen 
facts are not only a warning that the IRS will resist such tax avoidance but also a 
trap for the unwary parent company that may happen to choose the wrong wa) 


to transfer appreciated property within the affiliated group. 


pr ro 1954 the corporate buyer of 
a business was generally required to 
purchase assets as such if it wanted to 
use the purchase cost as the basis. Pur- 
chase of a controlling interest in the 
stock of a corporation owning the assets, 
followed by liquidation of the company, 
would not step up the basis of the 
However, in a series of 


assets.1 cases 


in which the courts had found as a 
fact that the purchase of the stock was 
merely a means to achieve direct owner- 
ship of the assets, the buyers were per- 
mitted to use the cost of the stock as 
the basis of the assets received in liqui- 
dation of the newly acquired corpora- 
tion (Ashland Oil & Refining Co., 99 
F.2d 588; Koppers Coal, 6 TC 1209; 
Kimbell-Diamond Milling, 187 F.2d 781). 

The Internal Revenue Code of 1954, 
by incorporating the rule developed in 
these cases, eliminates the difficulty of 
obtaining a stepped-up basis for assets 
when the buyer purchases the stock. 


calculation of the cost of a real financial 
transaction. It is better policy to allow, 
few taxpayers the interest cost of bor. 
rowing to buy the Brooklyn Bridge than 
to inject the business-purpose doctrine 
to deny the interest deduction in non. 
commercial situations and thereby cast 
doubt on the continued extension of 
legislative grace in what historically has 
been its settled area of application, “all 
interest . . . on indebtedness.”26 

At all events, the further evolution of 
the Stanton case and others like it 
should be closely watched by the tax 
bar and by anyone in a high income 
bracket who proposes to borrow money, 


by LEON HARITON 


The buying corporation is now entitled 
to a stepped-up basis upon liquidation 
of its newly acquired subsidiary if the 
plan of liquidation is adopted within 
two years of the stock acquisition. 
Despite this change in the Code, the 
consolidated return Regulations were 
not revised to cope with potential tax 
avoidance. They provide that no gain or 
loss is realized in an intercompany sale 
or taxable exchange of property between 
members of an affiliated group filing a 
consolidated return when the property 
remains within the affiliated group. 
The selling corporation’s basis for the 
property is required to be used by the 
purchasing corporation.® 
literally applied, 
may create a tax advantage for the 
parent company or other members of 


These provisions, 


the affiliated group. For example: 

1. P owns S, a wholly owned sub- 
sidiary. Both are operating companies in 
existence for a number of years. 
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yefore the intercompany transaction: 
Cash $150,000 
Other assets 15,000 
rotal assets 165,000 
| Liabilities 130,000 
Equity .. .... can 35,000 


3. During the year P sells property 
to S having a fair market value of 
$200,000. The cost basis of this property 
to P is $125,000. 

( 4. S pays $200,000 in cash for this 
property by utilizing $120,000 of its own 
funds and borrowing $80,000 from an 
itside source. Equity at fair market 
ilue after acquiring property: 


\ Cash $ 30,000 
| Other assets 15,000 
Building 200,000 
Total assets 245,000 
Liabilities 210,000 


Equity $ 35,000 


| 5. S owns the asset at the close of the 


\ consolidated return is filed in 


ithe year of sale. 


In the beginning of the following 
r, S's stock is sold to an outside corpo- 


tion for $35,000. 
| Based on the above facts, the inter- 
mpany transaction is eliminated in 


puting the consolidated net income.4 
$75,000 profit is not taxed. The 
the 


sis of S’s hands is 


property in 
25,000, the same as it was in the hands 


f P.5 In the following year, P received 


5,000 for S’s stock, which was equal to 
ost basis, and, therefore, had no gain 
loss to report. 

Thus, P has received $200,000 for an 

sset with a basis of $125,000, and the 


ill 


is not taxed. The corporate pur- 
user of S stock could liquidate the 
wmer subsidiary and under Section 
34(b)(2) of the 1954 Internal Revenue 
le would be entitled to step up the 
sis of this property received from S$ 
$200,000. The $35,000 cost 


stock to the corporate buyer is in- 


basis of 


eased by the liabilities assumed and 
ecreased by the cash received on liqui- 
lation. From the viewpoint of protect- 
ng the revenue, some sort of adjustment 
should be required at the time the S$ 
pany stock is sold, even though the 
selling and the purchasing corporations 
re not conspiring for tax avoidance. 
Since the problem arises out of the con- 





solidated return Regulations, the Code, 
quite naturally, does not have any pro- 
vision for an adjustment. Nor do the 
consolidated return Regulations make 
provision for such adjustment. 

It should be pointed out that the 
sale of property between affiliated corpo- 
rations, followed by the sale of the sub- 
sidiary stock, is quite different from the 
sale of stock of a company by individual 
stockholders after the assets of the com- 


pany have appreciated considerably. 
True, the Internal Revenue Service 
does not obtain a tax on the appre- 


ciation as such, and the purchasing com- 
pany, upon liquidation of the acquired 
company, steps up the basis of the assets. 
But it can’t be said that no one pays for 
the appreciation of the asset. The sell- 
ing stockholder is paying a capital gain 
tax upon the sale of stock because of 
the appreciation of the underlying 
assets. Ordinary income may even result, 
if the collapsible provisions apply. 

An individual stockholder or a corpo- 
ration filing separately cannot sell prop- 
erty to a related company and not 
realize gain upon receiving payment in 
cash. Only in an affiliated group is it pos- 
sible to eliminate gain to a corporate 
stockholder upon converting property 
into cash, 

An unrealized gain on an intercom- 
pany transaction by an affliated group 
followed by a sale of subsidiary stock to 
a corporate purchaser accomplishes what 
an individual must literally die to do— 
step up the tax basis of property to its 
appreciated value without income tax! 


Rev. Rul. 60-245 


Rev. Rul. 60-245 is the 
sion of IRS policy in relation to this 
problem. The facts stated in the ruling 
in essence are as follows: 


first expres- 


The parent company and its affiliates 
filed 1954. 
The parent company is engaged in the 
In 1955, it 
structed an apartment building for one 


consolidated returns since 


construction business. con- 
of its wholly owned subsidiaries at a 
profit. In accordance with the consoli- 
dated return Regulations, the profit was 
eliminated the tax- 


able income, and the basis of the prop- 


from consolidated 
erty to the subsidiary is the cost of con- 
struction. In 1959, the stock of the sub- 
sidiary was sold to an unrelated party. 
The subsidiary was still in possession of 
the property acquired from its former 
parent company. The ruling holds that: 

1. The unrealized profit in 1955 less 
the difference between the depreciation 
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on the property as if fair market value 
were allowed as basis in 1955 and de- 
preciation allowed or allowable on cost 
basis must be reported as a realized 
profit in 1959 by the former parent com- 
pany. This profit is subject to tax at 
ordinary rates. 

2. The basis of the property to the 
subsidiary, which was cost of construc- 
tion less depreciation taken, is increased 
by the amount of realized profit re- 
ported by the parent. 

The scope of a ruling is, of necessity, 
limited, since it is in reply to a specific 
request based upon a particular set of 
facts. Certain and limited 
generalizations, however, may be drawn 
from a ruling. 


inferences 


Ruling as a psychological weapon 
This ruling is remarkable in that it 
never attempts to explain the apparent 
radical tax an intercom- 
pany transaction upon the sale of sub- 
sidiary stock.6 The consolidated return 
Regulations give no indication that such 
treatment is required. The selection of 


treatment of 


1954 as the first year of filing a consoli- 
dated return may lead one to infer that 
prior thereto this adjustment was not 
required. There is no support for this 
position. The concrete illustration used 
is psychologically fascinating because its 
overtones indicate danger signals for 


anyone venturing into any intercom- 
pany transaction of this kind. Whether 
this ruling, if valid, would do what it 
presumably was intended to do, con- 
sidering the concepts that are explicit or 
implied, may be discerned only upon 


further analysis. 
Penalty and tax trap 
Ingenuity skill are evident 


throughout the ruling. The selection of 
a parent company in the construction 


and 


business and a subsidiary renting the 
apartment building is not fortuitous. If 
property sold by the parent were char- 
acterized by the term “inventory” or 
such also 


was considered as 


inventory by the subsidiary. the subtle 


property 
point being made in the ruling would 


1 Sections 112(b) (6) and 113(a) (15), IRC 1939. 

2 Consolidated return Regulations 1.1502-31(b) (1) 
(i) and 1.502-31(b) (2) (iii) and (viii). 

8 Consolidated 1.1502-38 (a) 
and (b). 

4 Ibid. 2. 

5 Ibid. 3. 

® Cf. Rev. Rul. 57-201, 1957-1 CB 295, where a ra- 
tionale is given for protecting the revenue. This 
ruling is cited in 11 JTAX 264, Nov. 1959, by E. 
Randolph Dale, as an example of a ruling ignoring 
the Regulations. 


return Regulations 
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not be expressed. There is no question 
that the Government is obtaining an 
advantage by taxing the profit on the 
property at ordinary rates, even though 
the subsidiary uses the property for 
rental purposes. If the subsidiary were 
to sell the property before the parent 
company sold the stock of the subsidiary, 
it would realize a long-term gain, since 
Section 1231 would apply. Why penalize 
the parent company by subjecting it to 
a tax at ordinary rates if the subsidiary 
sell the property the 
parent sells its stock? This is an ap- 
parent attempt to force the subsidiary to 
sell the asset before the parent company 
sells its stock, so that at least a capital 


fails to before 


gain tax is paid on the property which 
was “inventory” in the hands of the 
parent. Only those who fall into the 
trap of selling the subsidiary stock first 
must pay tax at ordinary rates. A ruling 
that sets a trap for taxpayers is bound 
to be unfair. Overzealousness by the In- 
ternal Revenue Service, however, is of 
the same magnitude as the potential tax 
avoidance by taxpayers. 

Coupled with this bristling attitude is 
an apparent show of equity to the tax- 
payer by an increase in the basis of the 
property held by the former subsidiary 
to the extent of the realized gain exacted 
from the parent. This is meaningless. 
The former parent certainly is in no 
position to receive any benefit. As to the 
purchasing corporation that seeks the 
application of Section 334(b)(2) to ob- 
tain the stepped-up basis of the prop- 
erty, this benefit is wasted. Only in those 
rare instances where the acquired corpo- 
ration is kept alive will the increase in 
basis have value. 


Many inferences, no assurances 


Greater concern for taxpayers would 
have been shown if something were said 
regarding property sold to a subsidiary 
at a loss. What are the tax consequences 
upon the sale of the subsidiary’s stock if 
it is preceded by an intercompany trans- 
action that results in an unrealized loss 
to the parent sub- 
sidiary still has possession of the prop- 
erty? Since the ruling is silent, one’s 
hopes 


company and the 


and one’s apprehensions, not 
one’s reason, must decide. One tax ad 
visor may feel that the same principles 
should apply to losses. Another may be 
persuaded that the loss would not be 
allowed, since neither the Code nor the 
consolidated return Regulations provide 
for it. In fact, Section 1.1502-39(c) of 


the consolidated return Regulations (a 
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most inequitable provision) does have a 
wrinkle in it where an affiliated member 
does not always recoup intercompany 
losses upon filing separate returns made 
after filing consolidated returns. The in- 
ference may be drawn, therefore, that a 
loss will not be given the same treatment 
as a profit, since that is not explicitly 
provided. 

Another interesting question that 
arises is the tax treatment when a parent 
company disposes of the subsidiary’s 
stock in an exchange that results in no 
gain or loss to the parent company 
under the reorganization provisions of 
the Code (Sections 368 and 354, IRC 
1954). The ruling states that the tax- 
able event occurs when the stock is 
sold and does not use the more general 
term ‘‘dispose.” Inferences may 
drawn either way as to the intent. 

Is one to assume from this ruling that 
the same principles would apply regard- 
less of which member of an affiliated 
group is the seller and which the buyer? 
More specifically, if a subsidiary sold 
property to the parent and subsequently 
the subsidiary’s stock was sold and the 
parent still had possession of the prop- 
erty, does the subsidiary have to report 
the realized profit upon ceasing to be a 
member of the affiliated group and does 
the parent have an increased basis in 
the property? Although this may not 
have been the intent of the ruling, it is 
one of the possible conclusions that one 
may draw from it. 


be 


The variations are many. For exam- 
ple, if a subsidiary rather than the 
parent sold property to another 
sidiary all the other facts the 
ruling remain the same, does the sell- 
ing subsidiary pick up realized profit in 
1959, when the parent sells the stock of 
the subsidiary that has possession of the 
property? Furthermore, what should be 
done if the stock of the subsidiary that 
sold the property in 1955 is sold by the 
parent in 1958 before the sale of the 
stock of the subsidiary that had posses- 
sion of the property? Is a realized profit 
required to be reported by the selling 
subsidiary in 1958 or by the parent in 
1959? 

Another variation is to assume that 
the subsidiary was not a subsidiary of 
the parent company but a subsidiary of 
another company, which in turn was a 
subsidiary of the parent company. If all 
the other facts in the ruling are the same 
except that the parent company sells 
the stock of the third company in 1959, 
would a realized gain be required to be 


sub- 


and in 





[Mr. Hariton, a CPA, is a partner in th 
New York City and Newark, New Je 
sey, accounting firm, J. H. Cohn & Co 
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pany is sold. 


Accumulated earnings problem exists 


Silence also reigns with regard to th 
determination of accumulated earning 
The fact that no income is realized } 
the parent company in 1955 does n 
necessarily imply that the accumulate 
earnings are not increased by th 
amount of the unrealized profit. A 
cumulated earnings are increased } 
nontaxable income, such as exempt in 
terest or insurance proceeds where th 
corporation is the beneficiary. Th 
parent paying a dividend in 1955 shoul 
consider the unrealized profit on th 
property in determining the accumy 
lated earnings. Is the stockholder of th 
parent company subject to a_taxabl 
dividend if a distribution is made i 
1959 by the parent company equal t 
the current earnings that include th 
realized profit from the property? O 
does the parent eliminate these realize 
profits from current earnings, since 
included in 1955, so 
duplication of earnings for determinin 
taxable dividends in 1959? 

It can be said without reservation tha 
the ruling is successful in that many it 


was as to avoi 


ferences may be made but few can } 
Interna 


The 
Revenue Service has truly limited th 
ruling to the specific facts and is no 
bound in the future. 


drawn with assurance. 


Single entity theory 


A fundamental contradiction 
between the ruling and the consolidate 


return Regulations. Intercompany trany 


actions during a consolidated period ar 
not taxed because all members of th 
affliated group are considered 
economic unit or a single taxable e1 
tity. Postponing the tax until the stoc 
of the subsidiary, in possession of th 


on 


property, is sold appears to be compl) 
ing with this concept, but the determing 
tion of the amount of profit to be rm 


ported predicated on values at the dat 
the property was transferred from on 


member of the group to another mew 


ber negates the single taxable entit 
theory. 
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in th) One of the more equitable alterna- 
w Jejives is to consider the transaction open 
& Coifrom the time the parent company trans- 
fers the property to the subsidiary until 
ny? lkhe parent sells the stock of the subsid- 
idianjary. The cost should be the adjusted 
»perty phasis of the property to the parent at the 
filiatekime of transfer. The selling price 
1 conkhould be the fair market value of the 
property on the date the stock of the 
subsidiary is sold by the parent company. 
lhe date on which the stock of the sub- 
sold breaks the affiliation, 
rningycreates a separate taxpayer, and closes 
zed bh ie transaction. The fair market value 
€S nidetermined on_ this should be 
julatedjimited, however, to the actual amount 


xists 


to thkidiary is 


date 


y thfreceived in payment for the property 
it. Aq 
ed 


y the parent company. 

\s the ruling stands, if there is a sharp 

ipt imdecline in value of the property by 

re thij959, the parent company would find 
Pht itself hit doubly hard. It would probably 

shoulfsuffer a capital loss on the sale of the 

mn thisubsidiary’s stock, against which it may 


ccumuhave no offsetting capital gains, while 


of thibeing required to report ordinary in- 
axablfcome of the realized profit on the prop- 
ide iferty. The Internal Revenue Service may 
ual raise the question as to how to treat the 


le thipayment received by the parent com- 


y? O for the property at the time of 


ealizeftransfer to the extent it is in excess of 


ince #the fair market value of the property at 
avol§the time the subsidiary ceases to be a 
ninil nber of the affiliated group. Such 


may be considered to represent a 


yn thadistribution during the consolidated 

ny i}period by the subsidiary, or in the al- 

can Diternative, such excess shall be added to 

itern selling price or shall reduce the cost 
ed thibasis of the subsidiary stock. 

is no} The other aspect of the ruling that 

mflicts with the single entity theory is 

the gain, ordinary or capital, is de- 

rmined by reference to the character 

existiof the property in the hands of the 

lidateq eller of such property. It would be more 


tran¥consistent to determine the gain by re- 


od atfferring to the character of the property 


of tl the hands of the member in _ posses- 
1 oOMsion, because this would be identical 
yle ellwith the result if this latter corporation 


2 stohad sold the property before it ceased to 
member of the affiliated group. 


omp ro be consistent in granting equity to 
rmingboth the Government and the taxpayer, 
be 1 intercompany transactions, whether 
ie dalfeains or losses, should be treated with 
m OMsimilar adjustments. Moreover, this is 
mel »ymplex situation, and it requires mul- 
entilftiple adjustments to carry out the basic 


ntent of considering the affiliated group 





as one economic unit or a single taxable 
entity. 


Avoiding trap in the ruling 

On the surface, the ruling appears 
merely to block tax avoidance through 
the interplay of Section 344(b)(2) of the 
Code and the consolidated return Regu- 
lations. The ironic point is that in the 
example in the ruling no tax on the 
property to the parent 
company if the transaction were not cast 


would result 


in the form of a sale. Assume the parent 
company transferred the property to its 
subsidiary as a contribution to capital. 
The parent company would be entitled 
to increase its cost basis in the stock of 
its subsidiary by the cost of construction 
of the property. Assume further that the 
subsidiary had 





accumulated earnings 
while it was a subsidiary that exceeded 
fair market value of the property. If the 
subsidiary paid a dividend in 1955 or 
in a subsequent consolidated period that 
approximated the fair market value of 
the property, the situation 
would be identical with that set forth in 
the ruling. The parent company receives 
cash with no tax since the dividend was 


economic 


paid during a consolidated period, and 
the subsidiary has property with a cost 
basis equal to the construction cost to 
its parent. 

If the parent sold the subsidiary in 
1959, treatment 
should arise; in fact, the parent com- 
pany would have a higher basis for the 
stock because of the additional capital 
contribution. 


no problems of tax 


However, indirectly, the 
parent is paying a capital gain tax on 
the increase in value of the property, 
which is reflected in the selling price of 
the stock. At the time of the capital con- 
tribution, the parent’s basis for the sub- 
sidiary’s stock was increased by only the 
cost of construction; the sale price of 
the stock will undoubtedly reflect the 
fair market value of the property, which 
also includes until-then unrealized profit. 

The Internal Revenue Service might 
not agree with this proposed result. It 
might say that, in effect, there was a sale 
between the parent company and its 
subsidiary, and ordinary income arises 
under Rev. Rul. 60-245. 
exceedingly difficult to sustain this posi- 


It would be 


tion, especially when a contribution of 
capital is made in one year by the parent 
and a dividend distribution takes place 
and the stock of the 
sidiary is not sold till yet another year. 

This way of avoiding Rev. Rul: 60-245 
is feasible because, since the subsidiary 


in another sub- 
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has accumulated earnings and makes a 
dividend distribution, the dividend is 
considered harmless insofar as personal 
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holding company computations are con- 
cerned. The special provisions in the 
Personal Holding Company section of 
the Code dealing with consolidated re- 
turns eliminates the 


542(b)(2)). 


danger (Section 


Another capital gain possibility 
Another way in which ordinary in- 
come under Rev. Rul. 60-245 can be con- 
verted into capital gain is as follows: 
Assume a subsidiary was formed in 1954 
by its parent company, which con- 
tributed capital of $100,000, and the sub- 
sidiary is actually engaged in business 
in markets not available to the parent 
company. The parent company in 1955 
makes an additional contribution of 
property that had a cost basis of $60,000 
and, therefore, increases its basis in the 
subsidiary’s stock to $160,000. Assume 
this property in the hands of both the 
parent and the subsidiary was either 
stock in trade or property held by each 
of them primarily for sale to customers 
in the ordinary course of business. In 
1956, a year when a consolidated return 
is filed, the subsidiary, having no cur- 
rent or accumulated earnings, makes a 
cash distribution to the parent company 
of $100,000. The amount distributed by 
the subsidiary would then be a return 
of capital and would reduce the basis 
of the subsidiary stock of $60,000. In 
1959 the parent company sells the sub- 
$100,000, which is 
equal to the fair market value of the 
property held by the subsidiary. The 
gain would be considered a capital gain, 


sidiary’s stock for 


and again the adjustments required by 
this ruling would not apply, since no 
sale between the parent and the sub- 
sidiary had taken place. It would be 
rather difficult for the Internal Revenue 
Service to challenge this situation suc- 
cessfully if the parent and _ subsidiary 
are corporations actively engaged in 
“Sham” 


corporations or 


business. transactions or shell 


corporations formed 
solely for such purposes are not con- 


templated in the above illustration. 


Collapsible provisions 


As a method of converting ordinary 
income to capital gain, the above ex- 
ample would fail if the collapsible pro- 
visions could be invoked. The capital 
gain of $40,000 would be transformed 
into ordinary income to the parent com- 
pany. 
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When a parent acquires a subsidiary 
with large accumulated earnings and a 
highly liquid position, a literal applica- 
tion of the Code and the Regulations 
would result in a tax avoidance through 
intercompany transfers, as follows: 

In 1957, the P Company, actively en- 
gaged in real estate construction, pays 
$500,000 for the S Company, a real 
estate company, which has large accumu- 
lated earnings, a highly liquid position, 
and a net worth of $500,000. P files a 
consolidated return with S in the year 
of acquisition, and during this period 
an intercompany dividend of $400,000 is 
distributed to P. This leaves S with a 
net worth of $100,000. This dividend is 
eliminated from the consolidated net in- 
come, and the danger of P’s being a 
personal holding company is eliminated 
as a result of the application of Section 
542(b). In 1958, part of the $400,000 is 
used by P to build a shopping center at 
a cost of $250,000, and by the end of 
1959 it is completed and contributed to 
S. The adjusted basis of the property 
for tax purposes to S is $250,000; the 
fair of the property is 
$350,000. P’s initial investment in the 
stock of S of $500,000 is now increased 
for tax purposes to $750,000. (The $400,- 
000 dividend distribution, being out of 


market value 


earnings, did not decrease the basis of the 
stock of S.) In 1960, the stock of § Com- 
pany is sold for $450,000 (the aggregate 
of the value of its operating assets and 
the fair market value of the shopping 
center), which results in a capital loss of 
$300,000. The corporate 
liquidates and steps up the basis of the 
shopping center to $350,000. P reports 
no gain or loss on the sale of S stock 


new owner 


because the consolidated return Regula- 
tions provide a limitation on allowable 
losses on the sale of stock “to the extent 
that such loss is attributable to ...a 
distribution during a period in which 
the corporations were affiliated of earn- 
ings or profits accumulated prior to the 
date upon which the distributing corpo- 
ration became a member of the group.”? 
The impact of the collapsible provisions 
is avoided because there is no gain on 
the sale of the S Company stock. The 


7 Consolidated 
(2). 

8 J.D. & A. B. Spreckles Co., 41 BTA 370; David's 
Specialty Shops, Inc., 181 F.Supp. 458; Elko Real- 
ty Co., 29 TC 1012; American Pipe & Steel Corp., 
25 TC 351; Hawaiian Trust Co. Ltd., 178 F.Supp. 
637; Houston Oil Field Material Co., 252 F.2d 357, 
CA-5 1958; F. C. Donovan, Inc., 261 F.2d 470; 
American Water Works, 25 TC 903, aff'd in part 
243 F.2d 55, CA-2 1957. 


return Regulations 1.1502-36(a) 
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net effect is that P has a net profit of 
$100,000 on the shopping center with- 
out paying tax. P invested $750,000 
($500,000 plus $250,000). P received 
$850,000 ($400,000 as a dividend and 
$450,000 for the stock), a net increase in 
equity of $100,000. The interplay of Sec- 
tion 542(b)(2), Section 334(b)(2), and 
the present consolidated return Regula- 
tions makes this situation possible. 

The Internal Revenue Service will 
no doubt challenge this type of situation 
and will rely very heavily on the courts 
to hold that the steps are interdependent 
and part of an integrated plan, the sole 
purpose of which was tax avoidance.§ 
This attack may fail if both the parent 
and the subsidiary companies are ac- 
tively engaged in business and there was 
a definite business purpose in acquiring 
the subsidiary. The taxpayer is not con- 
spiring to avoid taxes but is taking ad- 
vantage of the law to minimize tax. 


Regulations should be revised 


Rulings are inadequate to cope with 
the problems created by Section 334(b) 
(2). That section provides so many op- 
portunities for tax avoidance by an 
affliated group that rulings, dealing 
with concrete cases, cannot cover them 
all. If only rulings are issued, practi- 
tioners will be forced to rely on infer- 
ences from them in advising on not- 
quite-similar transactions. They are en- 
titled to the certainty that a.comprehen- 
sive regulation would give. 


New laws: Code howe Geis double deduction 


for property tax; other new provisions 


cers ‘TREASURY'S CAMPAIGN against a 
double deduction of state or local 
taxes by all accrual-basis taxpayers in 
the jurisdiction whenever the tax-levy- 
ing body there changes the lien date has 
finally culminated in a provision in the 
Code barring it. P. L. 86-781 adds a new 
provision to the Code (461(d)), limiting 
the acceleration of accrual of taxes. It 
says that if the time for accruing taxes 
is earlier than it would be “but for the 
action of any taxing jurisdiction” after 
1960, then the taxes shall be treated as 
accruing at the time they would have 
accrued but for such action. 

The rule that a tax liability is accru- 
able on a certain date such as an assess- 
ment date or lien date) has long been 
followed by the courts and by the IRS 
in numerous rulings. In recent years, 


Rev. Rul. 60-245 clearly shows the 
inadequacy of the ruling approach 
There is no authority in the Code o 
in the consolidated return Regulation; 
to support it. Its only rationale is the 
argument that income is escaping taxa. 
tion and the leak must be stopped. In 
fact, the trouble arises not because the 
affliated group is doing something new 
but only because the relief provision to 
a purchaser of the stock of a company 
operates to give the advantage. By issu. 
ing rulings, the Internal Revenue Sery. 
ice is only temporizing with the funda. 
mental problem; it appears to be hoping 
that the size and obviousness of the loop. 
hole will lead the courts to accept any 
block as a proper solution. Upholding 
Rev. Rul. 60-245 would close the loop. 
hole, to be sure, but, in the name of 
doing equity, all parent corporations 
would be threatened with severe penal- 
ties for carrying out some intercompany 
transactions that may result in tax 
benefit under the consolidated return 
Regulations as now written. 

It may perhaps be thought that this 
criticism of Rev. Rul. 60-245 is too 
severe, since that ruling gives an answer 
to only one specific request. However, 
the harmful effects discussed here do 
follow so long as the Regulations are 
not clarified. It is strongly urged that 
the consolidated return Regulations be 
amended to end the possibility of the 
kind of tax avoidance Rev. Rul. 60- 
245 tries to prevent. x 


however, several states changed the lien 
date for property taxes from January | 
to December 31, admittedly to provide 
an extra deduction for the Federal in- 
come taxpayers in their state. 

The Treasury was aware of these de- 
velopments and in Rev. Rul. 60-133 took 
the position that to follow the technical 
lien-date rule and allow a double de- 
duction of property taxes in the one 
Federal income tax year would distort 
income. However, the Treasury said that 
it would not apply this ruling retro- 
actively in the case of taxpayers specifi- 
cally permitted by letter or revenue rul- 
ing to accrue and deduct more than 12 
months’ property taxes in a particular 
year. 

The new law applies only prospective- 
ly. As the Conference Committee report 
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“This amendment would be 
effective for years after 1960 and thus 
put the States and taxpayers on notice 


says, 


[t] is prospective so that taxpayers 
who have acted in good faith in taking 
such deductions in the past under exist- 
ing law will be treated uniformly and 
not be subject to retroactive action on 
the part of the Treasury Department.” 
However, it will be noted that although 
th operates prospectively 
ly, it does not contain any specific pro- 


e legislation 


vision dealing with prior years. Rev. 
Rul. 60-133 grants only a very narrow 
exemption from retroactive application 
ff its rule—taxpayers specifically per- 
mitted by letter or ruling to accrue the 
double deduction. 

An earlier version of this legislation, 
Section 3(a) of the Technical Amend- 
ments Bill of 1960, had contained the 
that shall be 
1wn from the enactment of subsection 


provision “no inference 


as to the proper taxable year of ac- 
crual of any tax related to a definite 
period of time when action described in 
that subsection occurred before 
December 31, 1959.”” Certainly taxpayers 
who have claimed a double deduction 


on or 


are hoping that the new law does create 
the inference that before the change a 
louble deduction was proper. Rev. Rul. 
60-133 is clear evidence that the Treas- 
ury does not agree. 


Fanny May 


Another change in tax accounting 
ules, of less general interest, deals with 
the treatment of stock of the Federal 
National Mortgage Association. The 
purpose of FNMA was to increase the 


flow of funds into the mortgage market 


ybtain more liquid funds by selling 
jualifying mortgages to FNMA. Then, 
to increase the capital funds of FNMA, 
t was provided that banks selling mort- 
FNMA its 
stock at par, $100, in an amount equal 


gases to must subscribe to 
2%, of the mortgage. The stock gen- 
erally sold in the market at less than 
par; currently its value is about $55. 
Che IRS ruled in Rev. Rul. 58-41 that 
the disadvantageous forced purchase 
loes not give rise to a deductible loss 
at the time of purchase. The entire 
amount paid must be capitalized and a 
loss is allowable only on sale. In a recent 
Schumacher Mortgage Company, 
the Government argued that such a loss 
capital, but the (District 
Court, Western District of Tennessee) 


held on May 23, 1960, that it was a 


Cast 


was court 


business expense tax-deductible in full. 

Under the new law the excess of the 
cost of the stock over its market value is 
a business expense deductible in the 
year of purchase. Previously, legislation 
that would have set up this rule retro- 
actively was vetoed by the President 
This law applies to 1960 and later years. 
The committee report says that the com- 
mittee inferences to 
drawn as to the tax treatment of FNMA 
stock before enactment of this provision. 


intends no be 


Other changes 

P.L. 86-781 grants to taxpayers mining 
minerals used in 
election to apply in years prior to 1961 
the cut-off points set out in Code Sec- 
tion 613(c) for later years. In 1960 the 


making cement an 
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Code was amended to provide a_pros- 
pective rule for many industries for de- 
termining when mining ends and manu- 
facturing begins. The of the 
mineral at that point is the basis on 
which percentage depletion is computed. 
This point for cement is just prior to the 
introduction of the kiln feed into the 
kiln. Taxpayers can elect to have this 
rule apply to all open years by making 
an election within 60 days after the 
publication of the final regulations to 
be issued under the section. 

Under another tax accounting pro- 
vision of P.L. 86-779, a farmer may elect 
to expense the cost of fertilizer, lime, 
and like, as well as the cost of applying 
them to the land used for farming or 
for grazing. vr 


value 


Sale of sublet leasehold is 


capital gain; Tax Court reversed 


held in 
Company 


re YEAR THE Tax Court 
Metropolitan Building 

(31 TC 971) that a lessee received ordi- 
nary income when its sublessee provided 
the for 
render of his leasehold to the property 


consideration taxpayer's sur- 
owner, preliminary to a direct lease 
between the owner and the former sub- 
tenant. Raymond Rubin, New York City 
attorney who has been concerned with 
the tax aspects of real estate operations, 
criticized this holding in these columns 
(10 JIAX 334, June 1959). Now that 
the Ninth Circuit has reversed the Tax 
Court (9/2/60) Mr. Rubin expects the 
IRS either to continue litigating this 
issue in other circuits or to modify its 
outstanding rulings. 

There were two issues in the Metro- 
politan Building case, Mr. Rubin writes 
us now. The taxpayer had in 1907 leased 
a large tract from the University of 
Washington; part of the tract taxpayer 
sublet to a tenant, which built a hotel 
on it. Two years before this sublease was 
the sublessee 
new direct lease from the University. 


to expire, proposed a 
Taxpayer agreed to surrender his lease- 
hold on that particular portion of the 
tract upon payment to it by the sub- 
lessee, the hotel company, of an amount 
somewhat in excess of the total rental 
that would be coming due over the re- 
maining life of the sublease. The Com- 
missioner took the position that this 
was ordinary income and the Tax Court 
agreed. On this issue the Ninth Circuit 
has now reversed the Tax Court. 


The second issue presented the ques- 
tion of whether capital gain treatment 
was proper on the sale of the remain- 
ing portion of the same leasehold tract as 
was involved in the first issue. In 1954, 
when the taxpayer’s lease had about ten 
months left to run, the taxpayer assigned 
it to a party unrelated to either the tax- 
payer or the University, together with 
all subleases, furniture and fixtures, and 
other assets used in connection with the 
operation. 

On the Tax Court 
held in favor of the taxpayer; it agreed 


the second issue 
the gain was capital. The Commissioner 
has acquiesced in this holding (IRB 
1959-34, 7). 


Tax court analysis 


Although the Tax Court did not so 
the Mr. Rubin 
they both presented essentially the same 


view issues, continues, 
question—whether a transfer by a lessee 
of his entire leasehold interest, subject 
to subleases, creates ordinary income or 
capital gain. The Commissioner’s argu- 
ment was that since the taxpayer-lessor 
would have realized ordinary rental in- 
its sublessees if it had re- 
tained its lease, the proceeds of sale of 
the lease (carrying with it, of course, the 
right to receive ordinary rental income 
from the sublessees) should be treated 
as ordinary income. 

The Commissioner relied on the Hort 
case (313 U.S. 28, 1949) and on two 
rulings (Rev. Rul. 56-531, 1956-2 CB 
983 and Rev. Rul. 129, 1953-2 CB 97). 


come from 
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The Hort case held that a payment re- 
ceived by a fee owner from a lessee to 
release the lessee from liability on its 
lease was a mere substitute for rent, and 
should be treated as ordinary income. 
The rulings, which also relied on Hort, 
held that a payment received by a lessee 
from his landlord in cancellation of the 
lease was ordinary income to the extent 
attributable to contract rights i.e., fu- 
ture rental income receivable from sub- 
lessees. Capital gain treatment under 
the rulings was limited to the amount 
received attributable to ‘“‘possessory 
rights” of the lessee, i.e., rights under 
the lease which had not been previous- 
ly subleased. 

The the 
second issue in Metropolitan Building 
Company flatly rejected the Commis- 
sioner’s approach with respect to the sale 


Tax Court’s opinion on 


of a lease to a third party. That the 
of the transferred 
attributable income 


lease 
the 
due under subleases 


value so was 


to to become 
was held to be im- 
material because the value of most prop- 
erty is due to income-producing poten- 
tial. 

Strangely, this reasoning was not ap- 
plied by the Tax Court to the first issue, 
the transaction in which the taxpayer’s 
entire leasehold interest was also trans- 
ferred, but where the consideration for 
the transfer was paid by the sublessee. 
the Court held that Hort 
required treat- 


Instead, the 


case ordinary income 


ment of the consideration because it was 
received from the sublessee, rather than 
from a third party. In so holding, it 
ignored the fact that in the Metropollt- 
tan Building Company case the taxpayer 
transferred its entire interest in the 
property, whereas the taxpayer in the 
Hort case gave up only his right to re- 
lease, but 


ceive under 


rents one con- 
tinued to own his fee interest in the 
property. 
IRS theory wrong 

The Commissioner did not appeal 
and in spite of the apparently incon- 
sistent position in which his action 
placed him, formally acquiesced in the 


Tax Court decision in favor of the tax- 
payer. 

he Ninth Circuit’s opinion, revers- 
ing the decision against the taxpayer, 
takes the position that “It is not the per- 
son of the payor which controls the na- 
ture of the transaction. Rather, it is the 
fact that the constituted a 
bona fide transfer, for a legitimate busi- 
of the 


transaction 


ness purpose, leasehold in its 


November 1960 


entirety. It did not constitute a release 
or transfer only of the right to future 
income under the sublease. . .” 

The reasoning of the Court of Ap- 
peals applies equally to a surrender of a 
leasehold, subject to subleases, to the fee 
owner. Thus, Mr. Rubin concludes the 
decision on appeal impugns the correct- 
ness of the rulings relied on by the 
Commissioner in the Metropolitan 
Building Company case. “If the Service 
decides to follow the decision on appeal, 
it is probable that the rulings will be 
modified accordingly to provide capital 
gain treatment for the transfer of both 
contract rights and possessory rights 
where the taxpayer’s entire interest in 
his lease is surrendered to his landlord.” 


Natural gas tax benefits cut 
costs for rate purposes 

How sHOULD THE Federal income tax 
savings achieved by intangible drilling 
expenses, special depletion, and ac- 
celerated depreciation allowances be 
handled in setting natural gas rates? 
In a recent rate case, El Paso Natural 
Gas Co. (—F.2d—, CA-5, 1960) the Fifth 
Circuit held that the Federal Power 
Commission was right in allowing the 


New accounting decisions this month 





Completed-contract taxpayer held to 
division of job into two contracts. The 
corporate taxpayer was a subcontractor 
under a written agreement to do certain 
work. Subsequently, there was a supple- 
mental oral contract specifying extras 
and additions. The work required under 
the initial written contract 
pleted in 1953. The initial contract price 
was paid to the taxpayer in 1953 ex- 
cept for 10%, which was paid to tax- 
payer in 1954. The payment for the 
extra work under the supplemental oral 
agreement was not paid to taxpayer 
until 1955. Taxpayer was on the com- 
pleted-contract method. In its 1953 re- 
turn, the taxpayer reported the gain 
on the original written contract only, 
and in its 1954 return reported the gain 
from the extra work under the oral 
agreement. The Commissioner required 
all the profit to be reported in 1953. 
This court agrees. The extra work had 
been performed in 1953; the price had 
been agreed upon and was included in 
the final bill sent to the prime con- 
tractor in 1953. Under the circumstances, 
the extra work was not entitled to sep- 
arate treatment for income tax purposes. 


was com- 


. allowances must reduce the tax charged 


company a rate that would cover its 
costs computed as including only the 
Federal income tax actually incurred, 
The depletion and intangible aril 


as cost. 

The company took the position that 
it was entitled to keep the tax benefit 
in addition to a reasonable return on 
its investments. In rejecting this view, 
the court said the company was entitled 
to the tax incentives provided by Con. 
gress in the Code but that the Natural 
Gas Act requirement for FPC to arrive 
at a just and reasonable rate “is not 
modified by reading into the statute an 
exception to the extent that the prices 
charged may be sufficient to afford a 
just and reasonable rate plus an amount 
representing a savings in taxes granted 
to the gas industry.” 

On the question of tax savings real- 
ized by use of the declining-balance 
depreciation provisions, the ‘court held 
that such savings are really a tax de. 
ferral rather than a saving, and there. 
fore, they need not be included in com. 
putation of rates but must be put into 
a special reserve and used to equalize 
tax payments in later years. % 


Although the taxpayer originally might 
have withheld reporting any gain from 
the whole job until the prime contract 
was finally accepted in 1955, it had 
elected to do otherwise and was bound 
by that election. Thompson-King-Tate, 
Inc., DC Ky., 7/22/60. 


Jury finds that 95% of the total trading 
stamps issued by taxpayer will be pre. 
sented for redemption. The taxpayer, a 
company engaged selling trading 
retailers, the Federal 
Government were in dispute over the 
percentage of the total number of trad- 
ing stamps issued by the taxpayer that 
would eventually be redeemed. The tax- 
payer contended that not less than 
9714% of the total number of trading 
stamps issued by it would eventually be 
redeemed. The deter- 
mined that not more than 90% of such 
stamps would eventually be redeemed. 
After hearing the evidence and _ being 
instructed as to the presumptive correct- 
ness of the Commissioner's determina- 
tion and as to the taxpayer’s burden of 
proof to overcome the Commissioner's 
presumption by a _ preponderance of 
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the evidence, the jury found that 95% 

}of the total issue of stamps made by 

the taxpayer during the years in ques- 

tion would eventually be presented for 

redemption, Frontier Saving Stamps, 
, DC Tex., 7/6/60. 


\ Lessor required to compute depletion on 
net profit. The taxpayer leased its prop- 
erty to a mining company for a percent- 

of the net profits from the mining 
operation. However, it computed per- 
centage depletion on that fraction of 
gross income, arguing that it received its 
share of gross receipts and paid its own 
share of expenses. The Tax Court in up- 
holding the computation based on net 
profits relied on the fact that the tax- 
payer was not to share losses. The min- 
ng operation was not conducted as a 
joint venture, as the taxpayer contended. 
affirms. 

16/60. 


This court Grandview 


CA-9, 8 


Mines, 


Loans to controlled corporation non- 
bad debts. of 
dvances by a husband and wife to a 
all stock was 
wned by the wife, are held to be de- 
ductible only as a nenbusiness bad debt. 


business Worthlessness 


corporation, of whose 


| Although taxpayers had contended they 
ere engaged in the business of promot- 
ng, financing, and disposing of business, 
he facts did not show any such separate 
d continuing business consistently 
ried on by by them. Furthermore, 
ans to the corporation by others and 
guaranteed by taxpayers were not de- 
ductible, since taxpayers failed to show 
it they made good as guarantors dur- 
ng the taxable year. Davis, TCM 1960- 


Employee has nonbusiness bad debt on 
loan to employer. As a condition of his 
new employment, taxpayer was required 
to lend his employer any funds that it 
night require. Taxpayer, having ad- 
unced $8,200, which was determined to 
ve uncollectible, claimed a business bad 
lebt deduction (ordinary loss). The Tax 
Court rules that it was nonbusiness bad 
t (capital loss) on the ground that 


taxpayer was not in the business of pro- 


1oting and financing businesses. The 
fact that taxpayer would have lost his 
iob if he failed to make the loan does 
not alter the result. Trent, 34 TC No. 


}3 


Cemetery corporation taxed on income 
appropriated td maintaining grounds. 
[he taxpayer, a cemetery corporation, 





provided perpetual care for its burial 
lots. The purchaser, or owner of a burial 
lot in the cemetery, would deposit “in 
trust” a sum of money with the corpo- 
ration. The income from the invested 
deposit was turned over to the corpora- 
tion to pay the cost of the cemetery’s 
perpetual care of the lot. The taxpayer 
contended that the income realized 
from the investment of perpetual care 
funds in tax-free bonds was tax-exempt 
in its hands. This court holds to the 
contrary. The corporation first received 
the income from the investment of per- 
petual care funds in its capacity as 
trustee. When the income was paid to 
the corporation or taken over by the 
corporation to meet the charges for 
perpetual care, the cemetery acted not 
as trustee but as a private business cor- 
poration engaged in a_ profit-making 
enterprise. Thus, the cemetery corpora- 
tion acted in a dual capacity, and the 
payments for perpetual care were in the 
nature of compensation for services and 
taxable income to it. Metairie Cemetery 
Assn., CA-5, 8/11/60. 


Dealer’s reserves are income to accrual- 
basis taxpayer. An accrual-basis taxpayer 
selling home improvements is held to 
have failed properly to accrue as income 
credits to certain dealer’s reserve ac- 
counts maintained by lending institu- 
tions that financed taxpayer’s sales. The 
court states it makes no difference under 
applicable principles of accrual account- 
ing that none of the amounts credited 
to the reserve accounts in question was 
subject to release until all the notes 
assigned to the lending institution had 
been fully paid or that the notes had 
been endorsed without recourse. As the 
Supreme Court held in Hansen (360 
U.S. 446), the controlling fact is that 
taxpayer had a fixed right to receive the 
reserves. Lifetime, Inc., TCM 1960-169. 


Award allocated between price of con- 
demned land and severance damages. 
A turnpike authority was in the process 
of condemning land owned by the tax- 
payer. Prior to actual court proceedings, 
the taxpayer deeded the land to the 
turnpike authority by an instrument 
that showed the amount being awarded 
for the condemned land and the amount 
being awarded as severance damages to 
the taxpayer's remaining property. A 
court is not bound by the recitations in 
private contracts. Accordingly, this court 
allocates the award between the price 
of the land sold and the severance dam- 
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ages to the remaining land. Green, DC 
N. J., 1/26/60. 
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Business was a gift from legatee, not 
an inheritance. [Acquiescence| Tax- 
payer’s former employer left him the 
business, the publishing of public direc- 
tories. The will was defective, but the 
employer’s daughter as legatee assigned 
the business, including uncompleted di- 
rectories, to taxpayer. Despite the fact 
that taxpayer promises to assume the 
relatively small liabilities of the busi- 
ness and to pay some of the inheritance 
tax, the Tax Court found that the trans- 
action was a gift and that taxpayer's 
basis for the sold is the 
donor’s basis and her basis is value at 
the date of death. Bowyer, 33 TC 660; 
acq., IRB 1960-33. 


directories 


Basis of acquired property determined. 
Two individuals were the major stock- 
holders of two corporations. When the 
corporations went into receivership, 
after a disagreement between the two 
stockholders, taxpayer, one of the two, 
acquired the assets from the receiver of 
the corporations and transferred them 
to new corporations. The basis of the 
assets to the new corporations is held to 
be the purchase cost from the receiver. 
Taxpayer had unsuccessfully contended 
that he purchased the assets in partner- 
ship with the other stockholder, that he 
then individually acquired the: assets 
upon a dissolution of that partnership, 
and that his basis should, therefore, be 
equal to his partnership interest plus 
his cost in acquiring the other stock- 
holder’s interest in the alleged partner- 
ship. Hooper Body Corp., TCM 1960- 
168. 


CAPITAL GAINS 


*Collections on “flat” bonds capital. 
[Acquiescence| In 1942, taxpayer pur- 
chased certain bonds flat when interest 
was in default. 1950-52, the 
years in issue, she had received pay- 
ments of the coupons equal to her basis. 
In Rev. Rul. 55-433, 
the Commissioner taxed the receipts 


Prior to 


accordance with 
after complete recovery of basis as or- 
dinary income. In Rev. Rul. 55-433, the 
Commissioner had taken the position 
that if one who purchased defaulted 
bonds flat collects interest that is more 
than his basis, the excess is ordinary in- 
come if it is received when there is a 
reasonable expectation that the princi- 
pal will be collected: The Commissioner 
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said that the excess is income under the 
general definition and cannot be treated 
as capital because the payments are 
neither on a sale nor received on re- 
tirement of indebtedness issued by a 


corporation (Section 117). The Tax 
Court held that ruling invalid. The de- 
faulted coupons taxpayer purchased 


were indebtedness of the corporation; 
she had capital gain. Rickaby Estate, 
27 TC 886; acq., IRB 1960-35. 


Logging contractor acquired proprietary 
interest in timber and is entitled to 
capital gain. A partnership engaged in 
logging and cutting timber entered into 
contracts to cut and remove timber on 
a certain tract. The Commissioner con- 
tended the contracts were merely service 
or employment contracts under which 
the partnership did not acquire any in- 
terest in the timber as cut that it could 
dispose of by sale. Gain realized from 
the cutting and sale of the timber could, 
therefore, not qualify as capital gain. 
The court, however, finds the partner- 
ship did acquire a proprietary interest 
in the timber because of its acquisition 
of the right to sell logs and lumber 
products on its own account and be- 
cause it also acquired the right to cut 
timber for use in its trade or business 
as a manufacturer of lumber products. 
Accordingly, it was entitled to treat gain 
realized from the sale of logs removed 
from the tract as capital gain. Shaffer, 
TCM 1960-186. 


Sale of stock at a loss to a fellow em- 
ployee was bona fide. Taxpayer sold 
stock in his employer corporation with a 
basis of 3,000 to a fellow employee for 
$400 
capital 


claimed the difference 
The 


allowed the loss on the ground that it 


and as a 


loss. Commissioner dis- 
was not an arm’s-length transaction. It 
was shown that taxpayer was broke at 
the and needed to 
pay off a bank loan. Also, the stock was 


time of sale cash 
transferred to the buyer on the corpo- 
rate books. The court finds the sale bona 
fiide and allows the deduction. Watts, 


TCM 1960-122. 


Ordinary income on subdivision. In a 
case involving prior years it was deter- 
mined that taxpayer held lots in a cer- 
tain subdivision as a dealer. Although 
that decision is not binding here, this 
court reaches the same conclusion from 
evidence of the extensive selling activity. 
Thus Section 1237 is not applicable to 
give taxpayer capital gain treatment. 


November 1960 


The benefits of this section are not 
available for the additional reason that 
taxpayer made substantial improvements 
to the subdivision, building four homes 
on the tract to enhance the appeal of 
other lots. Hvidsten, DC N. Dak., 8/10/ 
60. 


Fee for consent to film on father’s life 
is ordinary income. The taxpayer, a 
son of Damon Runyon, consented to the 
filming of a story about his deceased 
father and himself. The taxpayer agreed 
that for so long as the agreement was in 
force and effect he would not authorize 
any other person to produce a motion 
picture on the subject. The license was 
to terminate if certain events failed to 
occur, but in any event the license was 
for a maximum period of eight years. 
This court holds that the consideration 
received is taxable as ordinary income. 
The opinion says that, even if the tax- 
payer had a property right in the name 
and story of his father’s life, there was 
no sale of it because only a limited right 
was transferred. Runyon, CA-5, 8/11/60. 


Rent is ordinary income though dis- 
guised as capital gain from sale of 
furniture. Taxpayer acquired a rooming 
and boarding house in 1952 for $33,000, 
of which $2,000 was apportioned to the 
furniture and fixtures. In 1953 he 
granted a three-year lease of the prop- 
erty at a purported monthly rental of 
$300 but, as a condition for granting 
the lease, required the lessee to purchase 
the furniture and fixtures at a price of 
$18,000. The court holds that, of the 
$18,000 received, only $2,000 represented 
the sales price of the furniture and fix- 
tures subject to capital gain treatment 
and that the remainder was allocable to 
the three-year lease as additional rental 
income. Perssion, TCM 1960-165. 

Fee received for keeping steamship 
under U. S. flag is ordinary income. In 
1954 the Maritime Administration 
adopted the policy of permitting the 
transfer of some Liberty ships to foreign 
registry. One ship could be transferred 
for each ship retained in U. S. registry, 
and owners were permitted to pair their 
own or another’s vessels. Taxpayer 
agreed with another company that it 
would keep one ship in U. S. registry 
and pair it with one transferred to for- 
eign registry by the other party. For this 
agreement taxpayer received a fee of 
$57,000. It claimed it was capital gain. 
The Court holds that taxpayer made no 


sale or exchange. The fee is ordinay 
income. Terminal Steamship Co., 34 T¢ 
No. 94. 


DEDUCTIBILITY 


Post-sale expense of seller was capital} 


item. In 1951 taxpayer sold stock in ap 
oil corporation for a stated considera. 
tion. It was also agreed that taxpayer wa; 
to receive additional amounts in later 
years upon a determination that the 
corporation’s oil reserves exceeded the 
estimate at the time of the sale. Tax. 
payer was to pay a portion of the en. 
gineering fees incurred in connection 
with ascertaining the reserves. Taxpayer 
claimed a deduction for these costs on 
the ground that they were incurred in 
connection with the production of in. 
come. The Tax Court finds that it was 
really an expense of sale of the stock. 
The court reasons that any additional 
payments attributable to increased re. 
serves would constitute additional pay. 
ment for the stock. Since taxpayer had 
no capital gain from the transaction in 
the year in question, the court allows 
one-half of the expenditure as a long. 
term capital loss, citing Arrowsmith 
(344 U.S. 6). Marchris Estate, 34 TC 
No. 83. 


Horse racing firm may deduct cost of 
defending doped-horse charge. Tax- 
payer, in the horse racing business, in- 
curred about $17,000 in legal expenses 
in defending charges that taxpayer's 
horses were artificially stimulated. The 
Tax Court allowed the deduction as 
ordinary and necessary. The fact that 
the expenses were incurred primarily 
on behalf of taxpayer’s employee, a 
trainer, does not bar the deduction, since 
taxpayer had been implicated. Further, 
the deduction does not frustrate state 
public policy, since taxpayer was ex- 
onerated. Howard, 32 TC 1284; acq., 
IRB 1960-33. 


Charitable deduction allowed, though 
amortization of premium on _ bonds 
donated is denied as lacking substance. 
[Acquiescence] Having won in the Tax 
Court on the major issue in one of the 
series of recent cases dealing with trans- 


actions undertaken with no economic 


purpose other than obtaining a tax ad. 
vantage, the IRS now acquiesces in a 
minor issue. Maysteel purchased, at a 
premium, corporate bonds callable on 30 
days’ notice. It claimed amortization of 
the premium over the 30-day period. 
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Thereafter, it made a gift of the bonds 
0 charity. The bonds were still selling 
it a premium, and their fair market 
value at date of gift (the amount of the 
claimed deduction) therefore included 
the premium. In effect, the taxpayer 
was asking for a double deduction for 
the premium, The Tax Court disallowed 
the amortization on the ground that the 
transaction had no real economic sig- 
nificance. However, it did not allow the 
daimed charitable deduction. The IRS 
now acquiesces. Maysteel Products, Inc., 
} TC No. 114, acq., IRB 1960-33. 


Voluntary repayment of income not de- 
ductible. In accordance with an agree- 
ment entered into between the taxpayer, 
, lessor of mining property, and a min- 
ing company, the taxpayer received a 
vercentage of the net income from the 
the 
ar, the parties agreed to a lower per- 


ining operations. In following 
entage retroactive to the earlier year. 
laxpayer claimed a deduction for the 


| repayment it was required to make. The 


fax Court held, and this court affirms, 
hat the repayment was not an ordinary 

necessary business expense but was 
nore in the nature of a capital ex- 
through future 
lepletion. The claim-of-right doctrine 

inapplicable since the payment did 
not represent previously reported in- 


enditure recoverable 


ome to which the taxpayer was not en- 
titled. Grandview Mines, CA-9, 8/16/60. 


EPT 


Taxpayer's industry not depressed with- 
in the meaning of EPT relief section. 
faxpayer, a leading member of the 
Woven Wool Rug and Carpet Industry, 
sought refunds of excess profit taxes for 
the years 1940-42, relying on Section 
722 (b)(3)(A) of the 1939 Code, which 
grants relief if the taxpayer’s business 
vas depressed in the base period be- 
ause of conditions generally prevailing 
n the industry which subject it to a 
profit cycle differing materially from 
the general business cycle, resulting in 

average base period net income 
vhich is an inadequate standard of 
normal earnings. Taxpayer relied heav- 
ly on the influence on its industry of a 
lepressed residential construction busi- 
ness. The court finds against taxpayer. 
Evidence does not show that taxpayer’s 
industry depended upon the residential 
onstruction business to any greater de- 
gree than did business generally, and 
competitive development within tax- 


payer's industry was the primary cause 
for taxpayer's depressed earnings dur- 
ing the base period. Taxpayer failed to 
prove that its business was depressed 
during the base period because of con- 
ditions which generally prevailed in the 
Woven Rug and Carpet Industry, sub- 
jecting it to a profit cycle differing ma- 
terially in length and amplitude from 
the general business cycle. Bigelow-San- 
ford Carpet Co., Inc., 34 TC No. 28. 


Cost-saving contract not included in EP 
credit is not grounds for EPT relief. 
Taxpayer, a newspaper incorporated in 
1940, was required to base its compu- 
tation of excess profits credits on in- 
vested capital. In 1941 taxpayer and 
another newspaper entered into a joint 
agency operating contract whereby cer- 
tain operations of both newspapers 
were merged; each newspaper, however, 
remained basically an independent, sep- 
arate entity. The anticipated cost sav- 
ings materialized about two years later. 
Taxpayer contended that it was en- 
titled to relief under Section 722(a) of 
the 19389 IRC and was entitled to com- 
pute its excess profits credit on a con- 
structive average base period net in- 
come since it qualified under Section 
722(c)(1), in that the contract constituted 
an intangible asset which made an im- 
portant contribution to income and was 
not included in its invested capital 
credit. The court holds that the operat- 
ing contract does not make an important 
contribution to income within the mean- 
ing of Section 722(c)(1), but rather 
merely increases profits by cutting costs. 
Two dissents find that the contract is 
an intangible asset which does make an 
important contribution to income and 
would grant taxpayer relief under Sec- 
tion 722(a). The Topeka State Journal, 
Inc., 34 TC No. 24. 


Lessor of mining property ineligible for 
excess output credit. Taxpayer leased his 
property to a mining company. The 
Tax Court ruled that taxpayer is not 
entitled to an excess output credit under 
the Korean War EPT. Taxpayer was 
not an “extractor”; the mining com- 
pany had an economic interest in the 
property. This court affirms. Grandview 
Mines, CA-9, 8/16/60. 


Term Thrift Certificates are borrowed 
capital for EPT credit. [Acquiescence] 
The Tax Court decided that Term 
Thrift Certificates are includable in an 
industrial loan company’s borrowed 
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capital for purposes of determining its 
Korean War EPT credit. Valley Morris 
Plan, 33 TC 572; non-acq., IRB 1960-36. 


Consolidated EPT credit limit by Regu- 
lation found inapplicable. [Acquies- 
cence] The consolidated return Regula- 
tions provide for limitation of the EPT 
credit of a consolidated group formed 
after March 14, 1941, so that, in general, 
the credit of a new member cannot ex- 
ceed the income of the new member. 
The Commissioner applied this limita- 
tion in this case but gave no reason for 
so doing; nor did he at any time ex- 
plain to the Tax Court the purpose of 
the limitation or why it is applicable 
here. The Tax Court held that the Com- 
missioner might well have the power 
to impose such Regulations under the 
wide power given to require a clear re- 
flection of liability and avoid evasion. 
However, the court found that the Com- 
missioner has not shown that the Regu- 
lations are inapplicable here. The Com- 
missioner has attemped to deprive tax- 
payers of a credit allowed by law with- 
out showing the necessity for it. Weiden- 
hoff, Inc., 32 TC 1222; acq. in result 
only, IRB 1960-33. 
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IRS’ use of gift-v.-compensation test 


delays practical fellowship income rule 


by DONALD H. GORDON 


The taxation of scholarship and fellowship grants was one of the many areas in 


which the 1954 Code supplied statutory formulas in an attempt to bring certainty 


where case law was confusing. However, as Professor Gordon’s analysis shows, the 


IRS and the courts, by continuing to use the gift-v..compensation test, have only 


preserved the basic uncertainty. He argues that the legislative history warrants a 


new departure in interpreting Section 117. A consideration of the economic func- 


tion of the grant under consideration would, he says, provide a more certain and 


more equitable test. 


Wm THE SUPREME CourT’s recent 
refusal! to set up any new gen- 
eral rule for distinguishing between gift 
and compensation, those parts of the tax 
law in which that quesiton is control- 
ling will be clarified only as continued 
litigation determines a line on a case-by- 
case basis. The taxability of scholarships 
and grants, from the earliest cases and 
rulings, turned on the difference be- 
tween a gift and compensation. Despite 
the Section 117 the 
1954 Code, this test is still used by the 


enactment of of 
IRS and the courts. If one compares the 
cases and rulings under the i954 Code 
with those under pre-1954 law, one sees 
that there has been little change of 
focus. Indeed, it may be said that the 
value of Section 117 lies not in provid- 
ing a solution to the problem but rather 
in its recognition that scholarships and 
fellowships are sufficiently unique in 
terms of their social function and in the 
framework in which they are employed 
to merit treatment separate from that 
accorded gifts and compensation. 


Section 117 


Subsection (a) provides a general rule 
on nontaxability of grants and scholar- 
ships.? Subsection (b) separates the treat- 
ment of the recipient of a grant who is 
a candidate for a degree from the treat- 
ment of a recipient who is not. In the 
case of the former, the problem_is.dealt 


with almost exclusively as one involving 
the presence or absence of teaching activ- 
ity or other services performed by the 
recipient. Thus Section 117(b)(1) states: 

“In the case of an individual who is 
a candidate for a degree at an educa- 
tional institution . . . subsection (a) shall 
not apply to that portion of any amount 
received which represents payment for 
teaching, research, or other services in 
the nature of part-time employment re- 
quired as a condition to receiving the 
scholarship or the fellowship grants. If 
teaching, research, or other services are 
required of all candidates (whether or 
not recipients of scholarships or fellow- 
ship grants) for a particular degree as a 
condition to receiving such degree, such 


1 [See the decisions in Stanton and Duberstein, 
6/13/60. The majority opinion said that the gov- 
erning principles had already been spelled out in 
previous opinions of the court, that the dominant 
criterion for distinguishing gift from compensa- 
tion is the reason for the transfer, and that the 
conclusion whether a transfer amounts to a gift 
must be reached on consideration of all the fac- 
tors. See comment, 13 JTAX 165.—<Ed.] 

2Section 117(a): “General Rule.—In the case of 
an individual, gross income does not include—(1) 
any amount received—(A) as a scholarship .. . 
or (B) as a fellowship grant, including the value 
of contributed services and accommodations; and 
(2) any amount received to cover expenses for— 
(A) travel, (B) research, (C) clerical help, or 
(D) equipment, which are incident to such schol- 
arship or to a fellowship grant, but only to the 
extent that the amount is so expended by the reci- 
pient.” 

8Section 117(b) (2): “Individuals who are not 
candidates for degrees.—In the case of an individ- 


teaching, research, or other services shall 
not be regarded as part-time employ. 
ment within the meaning of this para. 
graph.” 

In the House Report there is this 
statement: “When the scholarships and 
fellowships are granted subject to the 
performance of teaching or research sery. 
ices, the exclusion is not to apply to that 
portion which represents payments 
which are in effect a wage or salary.” 

On the other hand, in the case of the 
recipient who is not a candidate for 
academic degree, no such reference to 
the presence or absence of services is 
made. The last cited provision differs 
from the original version as proposed 
by the House. In the House Bill such 
grants were to be excluded only if the 
yearly receipt thereunder together with 
any payments received from the taxpay- 
er’s previous employer totaled less than 
75% of the taxpayer's salary in the prior 
year. The House Report indicates that 
this percentage-of-prior-compensation 
test was intended to show “whether the 
grant is in effect a salary payment.” 

It is apparent that the House version 
was not based so much on the view that 
the activity of the recipient was thought 
to constitute consideration for the grant 
as that the activity of the recipient in 
enjoying the grant is substantially the 
same as that by which he earns his liy- 
ing ordinarily, i.e., study and research. 
This is substantiated by the House Re. 
port, which says that the exclusion 
should not apply to “individuals who 
are not candidates for degrees [as to] 
amounts received as grants which in ef- 
fect represent a continuing salary dur- 
ing a period while the recipient is on 
leave from his regular job.” 

One can see by comparing this with 
the final version that substantial modi- 
fication took place in the Senate. It was 


ual who is not a candidate for a degree at an edu- 
cational institution ... subsection (a) shall apply 
only if the condition in subparagraph (A) is sat- 
isfied and then only within the limitations provid- 
ed in subparagraph (B). (A) Conditions for ex- 
clusion.—The grantor of the scholarship or fellow- 
ship grant is an organization described in section 
501(c) (3) which is exempt from tax under sec- 
tion 501(a), the United States, or an instrumen- 
tality or agency thereof, or a State, a Territory, or 
a possession of the United States, or any political 
subdivision thereof, or the District of Columbia. 
(B) Extent of exclusion.—The amount of the 
scholarship or fellowship grant excluded under 
subsection (a) (1) in any taxable year shall be lim- 
ited to an amount equal to $300 times the number 
of months for which the recipient received 


amounts under the scholarship or fellowship grant 
during such taxable year, except that no exclusion 
shall be allowed under subsection (a) after the 
recipient has been entitled to exclude under this 
section for a period of 36 months (whether or not 
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ormer-compensation test was unwork- 
ble because it might render includable 
gross income grants that were not in 

he nature of compensation. Thus, the 
substituted a and dollar 
imitation and a requirement that the 
antor be a religious, scientific, charit- 

or educational organization or a 


Senate time 


f 
{ 
| Senate’s view that a percentage-of- 
t" 


a... il or state agency. It is clear from 
the Senate Report that the effect of this 
odification was not the mere substitu- 
m of one kind of quantitative limita- 
another. Because the House 
ersion was not an attempt to limit an 


tion for 


xclusion but rather was designed to dis- 
those grants to the 
non-degree-seeking recipient that should 


neuish between 

excluded from those that should not, 
he Senate approach should be read 
vith the same effect. 


| Defining grants 


One might have expected Section 117 
What kinds of 
ayments are to be excluded? However, 


» resolve the basic issue: 


can .be seen, we are told that only 


scholarships” and “fellowship” grants 
We are not told 
And it was clear 
at least prior to 1954, 
it not all payments so labeled would 


Thus, 


excluded. 
may 


to be 
hat these be. 
} from prior law, 
in the subsec- 
tions of limitation that intrinsic defini- 


jualify. it is only 
tional evidence is found. 
What the 
istinction drawn by the Congress be- 


significance can be given 
yeen recipients who seek academic de- 
srees and those who do not? It has been 
suggested that such a distinction is justi- 


fied on the basis that the person who is 





ready qualified to practice his trade or 
rofession is, in taking further training 
r in engaging in research, to be com- 
ired the 


quires increased competence through 


with doctor or chalk who 


secutive) amounts received as a scholarship or 
owship grant while not a candidate for a de- 
ree at an educational institution (as defined in 
151(e) (4). 

Reg. Section 1.117-3 (1958) provides: 
Definitions—(a) Scholarship. A scholarship gen- 
ally means an amount paid or allowed to, or for 
e benefit of, a student, whether an undergrad- 
ate or a graduate, to aid such individual in pur- 
1ing his studies. The term includes the value of 
ontributed services and accommodations ... and 
the amount of tuition, matriculation, and other 
f which are furnished or remitted to a student 
to aid him in pursuing his studies. The term also 
neludes any amount received in the nature of a 
family allowance as a part of a scholarship. How- 
ever, the term does not include any amount pro- 
ided by an individual to aid a relative, friend, or 
ther individual in pursuing his studies where the 
grantor is motivated by family or philanthropic 
onsiderations. If an educational institution main- 
tains or participates in a plan whereby the tuition 


ection 


Treas. 








his daily practice. For this reason such 
a person should not receive tax prefer- 
ence. The individual who is engaged in 
acquiring the necessary training to be- 
gin his life’s work, on the other hand, 
should be so entitled. But Section 117 
gives special advantage to both classes, 
the variation in treatment turning only 
on a limitation of the advantage in the 
case of the professional. 

Thus the distinction between the two 
seems to be based on empirical consid- 
erations. As to the degree-seeking re- 
cipient, the ordinary requirements of 
curriculum and the presumed desire of 
such persons to qualify as soon as pos- 
sible would of themselves tend to limit 
receipt of tax advantage to a reasonable 
time. Whereas, in the case of the pro- 
fessional, embarked on a lifetime of 
such work, such a built-in brake is ab- 
sent. As to him, a time-and-dollar limi- 
tation is, therefore, necessary. And, 
addition, there must be some reference 
to the character of the grantor to elimi- 
nate commercial arrangements. 

When we move 


in 


from the section to 
the Regulation, additional aid is given 
with regard to the definitional problem. 
Although the Regulation begins with a 
definition of scholarship and fellowship 
grant that is in accord with 
usage,* it soon departs therefrom in its 
statement of what scholarships and fel- 
lowships are not. Thus the Regulation 
that among 
cluded from gross income are: 


reneral 


States payments not €x- 


“(c) Amounts paid as compensation 
for services or primarily for the benefit 
of the grantor. 

“(l) Except as provided in § 1.117-2 
(a), any amount paid or allowed to, or 
on behalf of, an individual to enable him 


to pursue studies or research, if such 


amount represents either compensation 
for past, present, or future employment 


of a child of a faculty member of such institution 
is remitted by any other participating educational 
institution attended by such child, the amount of 
the tuition so remitted shall be considered to be an 
amount received as a scholarship. ... (c) Fellow- 
ship grant. A fellowship grant generally means an 
amount paid or allowed to, or for the benefit of, 
an individual to aid him in the pursuit of study or 
research. The term includes the value of contrib- 
uted services and accommodations . . . and the 
amount of tuition, matriculation, and other fees 
which are furnished or remitted to an individual 
to aid him in the pursuit of study or research. The 
term also includes any amount received in the na- 
ture of a family allowance as a part of a fellow- 
ship grant. However, the term does not include 
any amount provided by an individual to aid a 
relative, friend, or other individual in the pursuit 
of study or research where the grantor is moti- 
vated by family or philanthropic considerations.” 
5 Rev. Rul. 179, 1958-1 CB 57. 

® Rev. Rul. 222, 1958-1 CB 54. 
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[Mr. Gordon, now Associate Professor of 
Law, Wayne State University School of 
Law, Detroit, practiced law in Boston 
for seven years before turning to teach- 
ing. He is a member 
setts and Michigan bars. A longer, fully 
of this ap- 
peared in the Washington University 
Law Quarterly recently.] 


of the Massachu- 


footnoted version article 





services or represents payment for serv- 
ices which are subject to the direction 
or supervision of the grantor.” 


Gift v. compensation 

Thus it appears that the section as 
read by the Treasury still involves the 
underlying question: Is the payment 
compensation? And indeed the prob- 
lems that have arisen since 1954 sup- 
port this observation. For example, an 
employee of the National Institute of 
Health received a grant from the Insti- 
Al- 
though he was not required to return 


tute for foreign travel and study. 


to his employment at the end of the 
period of the grant, he intended to do 
so. The Treasury ruled that the grant 
On the 
other hand, an amount paid a professor 
by his employer to aid him in pursuing 
his research interests during a sabbatical 


qualified under Section 117.5 


year’s leave was held not to qualify for 
the The latter 
grant was thought, on the contrary, to 
constitute continuing compensation, al- 


exclusion under section. 


though the employer was not obliged to 
make this payment.® 

In another case,7 
medical 


compensation, although internship is a 


the stipend paid 
interns was held to constitute 


necessary part of the prospective medi- 
cal practitioner’s training. By contrast, 
in Wrobleski v. Bingler, a stipend paid 
to a doctor engaged in graduate psychi- 
atric training who as part of that train- 


7 Rev. Rul. 386, 1957-2 CB 107. Similarly, in a re- 
cent Tax Court case, (34 TC No. 7), the 
Menninger Foundation furnished a course of in- 
struction and training in psychiatry at a VA hos- 
pital. Taxpayer, a physician, applied for a fellow- 
ship to the Foundation and a residency at the hos- 
pital and, being accepted, followed the training 
course. The Tax Court held that payments to her 
by the VA were taxable income because the pri- 
mary purpose of the hospital in making them was 
to secure treatment of the patients. 

8161 F.Supp. 901 (WD Pa. 1958). Similarly in 
Evans (34 TC No. 75) the Tax Court held nontax- 
able a monthly stipend paid to a nurse engaged 
in a psychiatric nursing training program at the 
University of Tennessee, even though taxpayer 
would be required to repay the stipend unless she 
worked at a mental hospital in the state for a fixed 
time after completion of the course. The court 
emphasized the fact that the amount of the stipend 
given by the University depended on the re- 
cipient’s need. 


Bonn 
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ing also treated patients was held to 
qualify for exclusion. 

In the years prior to 1954 the cases 
and rulings framed the issue of whether 
a scholarship or fellowship grant need 
be included in the recipient’s gross in- 
come in these terms: Is the grant, upon 
the facts of each case, more properly 
classifiable as a “gift” or as “compensa- 
tion’? A “oift”’ 
meant the recipient might exclude the 


resolution in favor of 
payment from gross income, whereas a 
decision that “compensation” was the 
to 


clusion. The difficulty with this kind of 


appropriate characterization led in- 


classification as applied to scholarships 
and fellowships lies in the fact that in 
many cases elements of both gift and 
compensation are present. 

Thus, if one examines IT 4056, which 
deals with four separate grants for sci- 
entific and literary work, the admixture 
The 
in each received no benefit, in- 


referred to becomes apparent. 
grantor 
deed it did not even require that the 
recipients report progress, This is hardly 
typical of an employment relationship. 
On the other hand, each recipient was 
a professional in his field and was en- 
gaged, during the period of the grant, 
in the practice of his profession. The 
amounts were paid, if not on the condi- 
tion that the skills of the recipient 
would be applied, at least in the expec- 
that And al- 
though they paid without assur- 


tation this would be so. 
were 
ance that the goals of the recipient 
would be achieved, it was a legitimate 
belief 


be approached .To this textent 


that these goals would at least 
the 
More- 


over, as to the benefits obtained by the 


grants resemble compensation. 
recipients, these too resemble compensa- 
tion. The recipient labors and is paid. 
The the IT is that the 
grants in question are not excludable as 


conclusion of 
gifts but rather are includable in gross 
income as compensation. 

With this view one can compare the 
the McDermoit.® 
Although this case deals with prizes, it 


holding of court in 


in essence involves the same admixture 


®150 F.2d 585 (CA-D.C. 1945). 

10 Rev. Rul. 554, 1955-2 CB 86 (amount of exclu- 
sion); Rev. Rul. 101, 1956-1 CB 89 (Education Ex- 
change Act grant); Rev. Rul. 419, 1956-2 CB 112 
(foundation grant to Ph.D. candidate); Rev. Rul. 
50, 1957-1 CB 74 (Rockefeller Public Service 
award); Rev. Rul. 127, 1957-1 CB 275 (Govern- 
ment grant for research made through a univer- 
sity); Rev. Rul. 131, 1957-1 CB 75 (grant to for- 
eign exchange student); Rev. Rul. 370, 1957-2 CB 
105 (U.S. Public Health Service grant); Rev. Rul. 
385, 1957-2 CB 109 (grant for administrative resi- 
dency in a hospital); Rev. Rul. 386, 1957-2 CB 107 
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of gift and compensation. Here \taxpay- 
er received the Ross Essay Prize of the 
American Bar Association. The court 
held the receipt excludable from gross 
income. It noted that although the tax- 
payer performed services (the writing of 
the essay), these services were not ren- 
dered to the grantor. It further observed 
that the purpose of the payment was 
not to “buy” but to “incite,” a distinc- 
tion that would be equally applicable 
to the situation in IT 4056. Here too 
the assumption is implicit that “gift” 
or “compensation” were the sole alter- 
natives. The difficulty is occasioned by 
the admixture of both elements in the 
case, 


Difficulty continues 


More than five years have elapsed 
since the enactment of Section 117. In 
that period there have been several 
Revenue Rulings!© and judicial deci- 
sions!! dealing with problems arising 
under Section 117. A reading of these 
suggests that the difficulties that charac- 
terized the tax treatment of 
grants and awards in aid of student and 
scholar prior to the enactment of the 
section still remain. This need not be 
so; a broader reading of Section 117 
is justified and appropriate, and a clari- 
fication of Treasury policy can elimi- 
nate further uncertainty in this sector 
of the income tax law. 


income 


Definitions are needed 


The word “income” has been extend- 
ed to its Constitutional limits. Thus it 
is no longer necessary, if it was so once, 
to characterize the receipt of a schol- 
arship or fellowship as compensation in 
order to include it in gross income. 
When such diverse items as the receipts 
of an extortionist, findings, punitive 
damages and insiders’ profits are includ- 
able in the term “income,” there is little 
reason, absent Congressional fiat, to ex- 
clude scholarships and fellowships. On 
the other hand, the more pervasive the 
concept of “income” becomes, the 
greater the strain on words of exclusion, 


(internship grant in a hospital); Rev. Rul. 484, 
1957-2 CB 113 (institutional training in employ- 
er’s school) ; Rev. Rul. 522, 1957-2 CB 50 (grant to 
theology students); Rev. Rul. 560, 1957-2 CB 108 
(Mayo Foundation Fellowships); Rev. Rul. 76, 
1958-1 CB 56 (American Heart Association Re- 
search Fellowship); Rev. Rul. 179, 1958-1 CB 57 
(National Institute of Health grant); Rev. Rul. 
222, 1958-1 CB 54 (sabbatical leave grant); Rev. 
Rul. 322, 1958-1 CB 59 (Air University Research 
award); Rev. Rul. 388, 1958-2 CB 54 (award to 
student nurse) ; Rev. Rul. 408, 1958-2 CB 49 (U.S. 
Navy educational assistance grant); Rev. Rul. 498, 


such as “gift.” Thus, it would appear 
that the establishment of a separate sec 
tion of exclusion for scholarships and 
fellowships has as one of its function 
the removal of part of the: strain placed 
on the other sections of exclusion. Bu 
this function can be realized only if the 
determination of what is meant by 
scholarship and fellowship does not de. 
pend on a reference to such terms as 
“gift” on one hand or “compensation” 
on the other. 

In order to avoid such a reference, 
however, one must distinguish the char 
acteristics of scholarship and fellowship 
grants from the characteristics of gift 
so that a separation of the treatment of 
such grants becomes meaningful. The 
same differentiation becomes important 
as between scholarships and fellowships 
and compensation. For example: 

1. What motives are characteristic of 
employers, grantors, and donors? 

2. Are the relationships between em- 
ployer and employee, grantor and stu. 
dent or scholar, donor and donee simi- 
lar? 

3. What economic functions are most 
directly served by compensation, grant, 
and gift, and are these functions simi- 
lar? 

4. Do employers, grantors, and donors 
exhibit similar characteristics in regard 
to economic status, family status, and 
individual or corporate identity? 

5. Are the characteristics of employ. 
ees, grantees, and donees similar in re- 
spect to economic status, family status, 
and individual or corporate identity? 

6. Are the relationships between the 
payment and the need of the recipient 
similar or dissimilar as to compensation, 
grant, and gift? 
7. Are there discernible bases for dis- 
tinguishing among these three kinds of 
receipts with reference to an articulated 
scale of commonly accepted _ social 
values? 

By and large, the characteristics of 
each type of receipt in most of the cate- 
gories is essentially dissimilar except as 
one includes charitable contributions in 


1958-2 CB 47 (National Science Foundation grant 
for summer institute for high school and college 
science teachers); Rev. Rul. 59-81, 1959 IRB No, 
11, at 10 (travel grant to teacher); Rev. Rul. 59- 
118, 1959 IRB No. 15, at 8 (Veterans’ Adminis- 
tration grant to Ph.D. candidate); Rev. Rul. 59- 
191, 1959 IRB No. 22, at 10 (scholarship award by 
corporation). 
11 Wrobleski vy. Bingler, 161 F.Supp. 901 (WD Pa. 
1958); Bonn, 34 TC No. 7; Evans, 34 TC No. 75. 
12 For a fuller discussion of these points, readers 
are directed to Mr. Gordon’s article in the Wash- 
ington University Law Quarterly, Vol. 1960, No. 2. 
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e category of “gifts.” Therefore, at 
least, that 
here is little that compels a reference 
the word “gift” in an income tax 
finition of grant and even less that 
mpels a reference to the term “com- 


very one can conclude 


> 


nsation,”’12 
[his is not to say that there is no 
roblem with payments that are mis- 
beled, whether intentionally or other- 
ise. But in deciding whether a partic- 
ir payment is in fact what it purports 
be, one should look to see if there 
re present those elements most often 
pical of grants: (1) motive, e.g., de- 

to encourage worth-while scientific 
holarship; (2) relationship, e.g., ab- 


ne 


of control over activity; (3) eco- 
mic function, e.g., increase in know- 
lge, not production of wealth; (4) and 

status of payor and of recipient, 

absence of familial status; (6) need 
the recipient, e.g., directly related to 

grant and its size; and (7) social 
ilue judgment, e.g., importance of well- 
ined teachers and na- 
nal One look for 
se typical elements rather than ask 


scientists to 


survival. should 





whether there are elements present that 
are also often present in situations of 
“gift” or “compensation.” 

One should note finally that of major 
significance in this problem of differen- 
tiation is the institutionalized frame- 
work that typifies the administration of 
scholarships grants. Universities 
foundations administer 
most grants. This is a significant dis- 
tinction the 


and 
and charitable 
from framework that sur- 
rounds the payment of compensation 
and the making of gifts. Although this 
approach to the problem of differentia- 
tion may at its essence involve only a 
than a 
what has been 
attitude of the 


Treasury, it would go far to resolve the 


difference in emphasis rather 
difference in kind from 


criticized as the present 


ambiguity that now seems to distort the 
Treasury’s view. The position this paper 
supports would not distinguish between 
the intern and the National Health In- 
stitute award recipient; nor would it 
distinguish the professor on sabbatical 
leave from 
the 


the other two. In all three 


cases essential characteristics of 


“ 


grants are found to be present. 


| Studebaker’s rebate to stockholders 


buying a 1960 Lark is not a dividend 


CORPORATION 
/ made a novel offer to its stockholders 
this stock- 
record on the offer date who 
1960 Studebaker dur- 
the offer period was eligible for a 


“ lf UDEBAKER- PACKARD 
‘e 


ring past summer. Any 


vider of 
irchased a new 


00 cash refund from the corporation. 


stockholder could shop around for 
cheapest price available, so this was 
an unreal rebate tied to a fictitious 
price. Stockholders were advised by 
company that the refund was not a 
idend. Much interest is being shown 
the this con- 
the 
ses dealing with dividends shows that 


thinking leading to 
usion. Essentially, a review of 
effect of 
Studebaker offer differ radically from 


motives for and economic 


fact patterns in the cases in which 
bargain purchases have been held to be 
lisguised dividends. Despite some rumors 
it the IRS is unconvinced, Studebaker 
xckholders ought not be fearful that 
their $100 rebate will have to be shared 
with the Treasury. [As of September 20, 
500 shareholders had 
ty a Lark on these terms.—Ed.] 


some decided to 


Che offer was open to all owners of 
even one share of the corporation’s com- 





mon or preferred stock or of rights to 


receive “when issued” 


basis. The right to the refund was non- 


common on a 
transferable, so value could be realized 
only by a stockholder who purchased an 
automobile. The purpose of the offer 
was stated to be as follows: 

it 


become the owner of a vehicle manufac- 


encourage every shareholder to 
tured by the Corporation and then urge 
the 
first-hand. 


test-drive and learn 
truck 
Every experience since its introduction 
has shown that the Lark is best sold by 
people who drive it, discover its out- 
standing tell 


friends to 
the 


his 


merits of car or 


performance and their 
friends about it.” 

The company based its tax advice to 
stockholders not on a ruling but on 
opinion of counsel. We are advised that 
the company’s counsel are of the opin- 
ion that the refunds were in the nature 
of a reduction of purchase price, which 
would not be taxable to the recipients 
and would be deductible by the com- 
pany. 

“Their views are based in part on the 
fact that refund payments made by the 
Corporation will in no way be propor- 
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tionate to stock holdings; that such pay- 
ments are not being made to share- 
holders, as such, but only to those who 
purchase a new Studebaker car during 
the third quarter of 1960; that such pay- 
ments are also being made to persons 
not shareholders of the Corporation, 
namely, holders of contracts to purchase 
‘when issued’ stock; and that the Corpo- 
ration’s purpose in adopting the Plan 
was to increase sales of its automobiles 
for the benefit of the Corporation itself 
rather than to distribute earnings to its 
shareholders.’ 


Bargains as dividends 


Of course, merely purchasing prop- 
erty for less than its fair market value 
does not result in the realization of in- 
come. That any such gain is not realized 
until the purchaser disposes of the prop- 
erty has been recognized since the early 
days of the income tax. (See Manomet 
Cranberry Co., 1 BTA 706 (1925); acq., 
IV-1 CB 3.) If, however, the purchase 
and sale was merely a vehicle for giving 
a disguised benefit to the purchaser, tax- 
able Thus, 
where an employer sells property to an 


income may be realized. 
employee at less than its fair market 
value to compensate the employee, the 
employer has taxable gain; or, if the 
purchaser is a stockholder of the seller, 
the 


disguised dividend. 


transaction may be treated as a 

The Commissioner has long taken the 
position that a bargain purchase by a 
shareholder is a dividend (e.g., TD 
3435, IIl-1 CB 50; Reg. 1.301-1(j); Regs. 
118, Section 39-22(a)(1)). The Regula- 
tions unqualifiedly provide the follow- 
ing: 

“If property is transferred by a corpo- 
ration to a shareholder which is not a 
corporation for an amount less than its 
fair market value in a sale or exchange, 
such shareholder shall be treated as hav- 
ing received a distribution to which Sec- 
301 the 
amount of the distribution shall be the 


tion applies. In such case, 
difference between the amount paid for 
the property and its fair market value.” 

The courts, however, have not been 
willing to treat every bargain purchase 
by a shareholder as the receipt of a 
dividend to the extent of earnings and 
profit. They look instead to such factors 
as the purpose of the transaction and 
whether the received were in 
substantial proportion to the stock hold- 


benefits 


ings and whether the effect of the trans- 
action was to distribute corporate earn- 
ings to stockholders. (See Palmer, 302 
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U. S. 62 (1937); Van Vorst, 22 BTA 632 
(1931), aff'd. 59 F.2d 677 (CA-9, 1932); 
cf., Timberlake, 132 F.2d 259 (CA-4, 
1942); V. U. Young, 5 TC 1251 (1945)). 

It does not appear likely that the 
Commissioner would today seriously con- 
that all 
shareholders, where there are available 


tend bargain purchases by 
earnings and profits, results in dividends. 
Here, the receipt of the nontransferable 
right to a relatively small discount on 
purchasing an expensive item is clearly 
not income. 

However, in fact, the stockholder did 
not receive a discount; he got an actual 
cash refund. Does that make the bargain 


purchase a taxable dividend? 


Motive for refund 


The company’s above-quoted inten- 
tions in making the refunds are non- 
dividend reasons. These tie in with sales. 
The intentions are not belied by the 
facts, especially when one bears in mind 
the fact that the company was having 
difficulty in selling its product. The 
weakness of its dealer organization has 
not escaped notice in trade journals. 
There is no doubt that the refund is a 
clever sales pitch to a group of poten- 
tial purchasers who have a legitimate, 
if often small and interest in 
the 


the 


remote, 


promoting company’s product. 


Throughout tax law it has been 
recognized that expenditures that on 
their face appear to be nondeductible 
made to benefit the 

(Sze Charles Din- 
ardo, 22 TC 430 (1954); acq., 1954-2, 
CB 4; Robert Gaylord, Inc., 41 BTA 
1119 (1940); acq., 1940-2 CB 8.) 


But the treatment to the payor is not 


are deductible if 


taxpayer's business. 


always consistent with the treatment to 
the payee. It would seem, however, im- 
proper to treat a shareholder as in re- 
ceipt of a dividend one one agrees that 
the distribution is a deductible expense 
by the corporation. The relationship 


between dividends and earnings and 


profits appears to foreclose such a result. 


Disproportion 

The benefit received here by the pur- 
chasing shareholders has no relationship 
to their stockholdings—a stockholder 
with one share (worth considerably less 
than the refund) and a stockholder with 
1000 shares are entitled to exactly the 
same benefit. This disproportionate dis- 
tribution was made by a large publicly 
held corporation. This is unlike the 
closely held corporation where dispro- 
portionate distributions made for the 


November 1960 


purpose of distributing corporate earn- 
ings and profits are not unusual. Of 
lesser significance is the fact that some 
not yet stockholders (holders of rights 
to receive stock) were similarly entitled 
to the refund. Although this is incon- 
sistent with a dividend, this fact alone 
would not alter the nature of a distribu- 
tion to stockholders. 

Although it is true that a stockholder 
receives no benefit unless he purchases 
an automobile, this does not necessarily 
mean that no income is realized on the 
purchase. It bears more directly on the 
question of whether income was realized 
on receipt of the right to make the pur- 
chase. Nevertheless, the fact that the 
automobile purchased costs a great deal 
more than the benefit received is very 
significant. This reduces the refund to 
a minor item that may not be unlike a 
fringe As in the 
fringe benefit, the recipient receives a 
benefit: though the stockholder 
might not have purchased the car were 
it not for the refund, he does receive 
a benefit in being able to acquire an 
asset more cheaply than the lowest price 
the item sells for in a free and open 
market. But this benefit, like fringe 
benefits in general, is less important than 
the purpose in its granting. The Treas- 
ury Statement in Your Federal Income 
Tax [Treas. Pub. No. 17, 1960—Ed.} 
at page 34 on courtesy discounts to em- 


benefit. case of a 


even 


Tax Court, in denying candidate’s 


campaign expenses, leaves door open 


hese TAX COURT has just denied can- 
Moreland a deduction 
his 


didate for 


money spent on campaign; he 
claimed it as business expense. He had 
argued that the $20,000 spent by him 
was to promote his law practice as well 
as to win a seat in Congress. The court 
(TCM 1960-178) denied the deduction 
because he couldn’t prove that the cam- 
paign has enhanced his practice or in- 
from it. But the 
court leaves open a big door; what if he 
had been to show that these 
penditures and his campaign did in- 


crease his income from the practice of 


creased his income 


able ex- 


law? 

The court relied on the Supreme 
Court’s opinion in McDonald (323 U.S. 
57, 1944), holding nondeductible the 
campaign expenses of an appointee to 
the Pennsylvania bench who was seek- 
ing election to a full term. The expenses, 






ployees indicates that this kind of refund 
is not a dividend. It provides: 

“Courtesy discounts on purchases fron) 
your employer are not included in you 
income if they are of relatively small 
value, are offered to employees generally, 
and are noncompensatory becaus 
offered merely as a means of promoting 
your health, goodwill, contentment, or 
efficiency. However, if, as additional com: 
pensation, you buy property from your 
employer at a reduced price, you musi 
include in your income the difference 
between what you paid for the prop 
erty and its fair market value.” 

The recognition that the stockholder 
receives a benefit is not necessarily in. 
consistent with the notion that the re. 
fund is an adjustment in purchase price. 
Also, the fact that it is not the stock. 
holder’s vendor who is giving the re. 
fund should not alter the situation, 
especially in the automobile field, where 
sales are greatly manufacturer-promoted, 

It appears, therefore, that the refunds 
received by Studebaker-Packard Corpo- 
ration stockholders who purchase auto- 
mobiles are not income to the recipient 
and are deductible by the company. The 
background makes it clear that this was 
not an effort to distribute earnings and 
profits to shareholders, did not have the 
effect of a dividend, but was, instead, a 
novel method of promoting sales and 
advertising the product. 


the High Court had pointed out, were 
incurred by the taxpayer not because he 
was a judge but because he was trying 
to be a judge for the next ten years. 
Hence, his campaign expenses were not 
expenses incurred in carrying on a trade 
or business. 


Moreland, however, made an argu- 
ment that was not involved in the Me- 
Donald case. Moreland testified that the 
monetary he sought was not 
only the salary but also the additional 
legal business the campaign would at 
tract to his law firm. Although he was 
not elected, Moreland said he had ob- 
tained some legal business as a result of 


his campaign. He did not say how much. 


reward 


Moreland’s income from his law practice 
was the same in 1956, the year of his 
campaign, as in 1955 and declined in 
the two succeeding years. The court con- 
cluded that any legal business that re- 
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sulted from the campaign could have 
been of only minor importance. 


Business purpose 


rhe court did not hold that under no 
circumstances could campaign expenses 





deductible as expenses of the candi- 
date’s profession or business. It indicated 
that this candidate’s failure to 
how clearly that his business or profes- 
by the campaign ex- 
enses was fatal to the claim for the de- 


rely 
mn benefited 


duction. The court’s inference that no 
usiness resulted from the campaign be- 
use the candidate’s total income from 
his law practice did not increase is 


logical. However, the candidate’s fail- 
ure to identify any new business result- 


from 





the campaign justifies the 
jcourt’s conclusion that no business was 
) attracted. 


If success were the criterion for the 


“ldeductibility of expenditures to further 


me’s business, many deductions present- 
The 
unsuccessful advertising 


allowed would be denied. €x- 


nses of an 


mpaign and other expenses of a losing 


isiness would not be deductible. In 


jose cases deductions are allowed be- 
use there is no doubt that there was a 


isiness purpose for the expenditure. 


“lAre there circumstances under which a 


jcandidate for office could prove a busi- 
ss purpose? 
found in in- 


Analogy may be cases 


lving deductions claimed by lawyers 
d others for club dues and entertain- 
The there is 


hether an expenditure ostensibly per- 


ent expenses. issue 
nal is in reality a business expense. An 
ft-quoted criterion for deduction in 
this kind of case was set forth in Boehm 
5 BTA 1106). “It is noted that in cases 
re expenditures of a social nature 
been held to be deductible busi- 

ss expenses, proof was presented to 
yw that such expenditures had a di- 
ct relation to the business or the busi- 
ss benefits expected.” This does not 
that the 


merely that a direct relationship be 


quire effort be successful 

vn between the expenditure and a 
isiness purpose. 

Che application of this rule may be 
ustrated by comparing the Boehm 
se, where the deduction was denied, 
tl > - “ag 45 FS ur | 
th the Johnson case (45 F.Supp. 377, 
IC Calif., 1941), in was 
ranted. Boehm, a lawyer, claimed a de- 


which it 


luction for the cost of memberships in 
arious social, political, and fraternal 
ganizations and attempted to sustain 
is burden of proof by arguing generally 








that such memberships are helpful in 
obtaining clients. The court denied the 
deduction, stating that the evidence did 
not show that “any part or all of the 
. were so Closely related 
to the conduct of the petitioner’s busi- 
ness as to have been appropriate, help- 
ful, usual, or necessary.” In Johnson an- 


expenditures. . 


other lawyer was allowed to deduct his 
dues and expenses at a golf club. He 
testified: 

“When I left the Government service 
in 1929, 
business, which was to appraise a large 
estate for federal estate tax . . . purposes. 
Along the first part of 1930 I had fairly 
well finished the appraisement and 
found myself in the position of having 
just one client and no others. I en- 
deavored to 
bankers 


I had only one piece of 


contact attorneys and 
had 
acquaintances through my work in the 
Government service that I 
either not get an appointment 
with them or, if I did get one, they did 
not seem to have any particular interest 
in what I had to talk 
my qualifications for 


with whom I casual 
and found 
could 


about, which was 
assisting them in 
tax matters. It became apparent to me 
that I would have to find some means 
of obtaining their interest by getting 
better acquainted with them. I found 
that at least 50% or more of the attor- 
neys and bankers with whom I wished to 
make contact were members of the Los 
Angeles Country Club. I therefore de- 
termined that I would join the club... 
I did this, and from that time until after 
1935, I believe that every time that I 
went out to the club I had some particu- 
lar idea in mind as to whom... I would 
attempt to become friendly with while 
I was there. I believe I can truthfully 
say that what success I have had in the 
legal business has been largely due to 
my joining the country club.” 

The stated that it would be 
unfair for the Government to 


court 
tax his 
law profits without making an allowance 
for the expenses of producing that in- 
come. 

The denied the 
Boehm because the court was not con- 
that 
business purpose. Success in such en- 


court deduction to 


vinced he used his clubs for a 
deavors may be the most convincing 
evidence of the taxpayer’s business pur- 
pose. In cases that have allowed this sort 
of deduction, the taxpayer has usually 
been able to show that his efforts were 
successful. For example, in Hussey (TCM 
1952), a lawyer who joined a club in 
order to develop a practice obtained 
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eight clients through his membership. 
On the other hand, in Lokey (TCM 
1957) a dentist’s expenses at the golf 
club were denied deduction because the 
dentist, who had an established practice 
at the time the expenditures were in- 
curred, played a lot of golf and couldn’t 
name a patient to show for it. 


Identifying purpose 

In view of the direct connection be- 
tween the expenditure and the asserted 
business purpose required to prove that 
an expense ostensibly personal is really 
a business expense, could a candidate 
for public office make the required 
showing? 

Suppose a lawyer runs for county at- 
torney as the candidate of a party hope- 
lessly in the minority. He may run and 
spend his money not with hope of elec- 
tion but primarily to become better 
known and build up his practice. During 
the campaign he has legitimate oppor- 
tunities to talk about his legal back- 
ground to more people than he would 
be able to reach in any other way. If 
the dominant purpose in undertaking 
the campaign is to build his law practice 
(with due consideration given to the 
possibility of future political gain), isn’t 
the cost a business expense? 

It might be easier for the candidate 
who little 
argue that his primary purpose was to 


has chance of election to 
meet people and attempt to obtain 
clients than it would be for the candi- 
date who has a good chance of winning. 
The likely winner can truthfully say that 
success in politics has a well-known bene- 
ficial effect on the growth of a law prac- 
tice but the tax assessor probably would 
ask skeptically the 
office that obtainable 
political rewards to follow were more 


whether political 


seems and the 


important goals than the anticipated 
effects on his law practice. 

That there is no answer to these ques- 
tions in the cases shows that there is 
nothing in the cases to foreclose an at- 
tempt by some future candidate to show 
that the primary purpose of his can- 
didacy was not to obtain political office 
but to build his law practice. 

This takes no account of the ques- 
tion of whether allowing such deductions 
would be denied as being against clear- 
ly defined public policy. Surely many 
would argue that the Congress of the 
United States is not a sales promotion 
device, and that to enable it to be used 
for such indirect selfish motives should 
not be assisted by the tax laws. % 
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New law: fewer estimates 
and more deductions 


TAX PRACTITIONERS next spring should 
find some lessening in the volume of 
returns passing through their offices; 
the change in the standards determining 
who must file declarations of estimated 
tax should eliminate many nuisance esti- 
P.L. 86-779 
(H.R. 10960) adds a sweeping new ex- 


mates of a small amount. 
emption; no matter what the income 
figures, no declaration need be filed if 
the estimated tax can reasonably be ex- 
pected to be less than $40. This provi- 
eliminate hundreds of 


sion should 


thousands of returns. 

Another change affects tests for de- 
termining whether a declaration need be 
made when the $40-minimum rule is in- 
applicable. Under the old law there was 
one test if income was expected to in- 
clude only $100 or less, which was not a 
wage subject to withholding. In general, 
when other income was under $100, a 
declaration was required only if gross 
$5,000 single 
$10,000 for a head of house- 


income exceeded for a 
person or 
hold or married couple. A second test 
applied when income other than wages 
subject to withholding exceeded $100. 
The declaration was required then if 
gross income was expected to exceed 
$400 plus $600 per exemption. 

The new law raises the test amount 
of income other than wages from $100 
to $200. If it exceeds $200, the declara- 


November 1960 


tion must be filed no matter what the 
gross income or exemptions. If it is less 
than $200, the $5,000 and $10,000 gross 
income criteria continue to be used. 

No change has been made in the 
penalty provisions, so that, even if a 
declaration is required under Section 
6015, no penalties may be invoked un- 
less the amount paid in via withholding 
or estimates is less than the minimums 
required by Section 6654. 


Students boarded for charity 


Another change in the personal in- 


new allowance for a 
charitable deduction of up to $40 a 
month paid by a taxpayer to support in 
his home a foreign or American Indian 
elementary or high school student. This 
must be done under contract with an 
educational or charitable organization 
carrying on a program of providing edu- 
cational opportunities for students in 
private homes. 


come tax is a 


Moving expense for AEC 

Perhaps it is significant of the cur- 
rent status the 
ciety that the 1960 law creates a special 
tax benefit for employees of laboratories 
operated for the Atomic Energy Com- 
mission. They may exclude from in- 
of 
penses paid by their employer when 


of scientist in our so- 


come reimbursement moving ex- 
they joined an AEC laboratory if they 
told at the time that the 


bursement would not be taxable. w 


were reim- 





Exemption for mother denied. A CPA 
is denied a dependency exemption for 


his mother upon failure of proof that 
he contributed over half of his mother’s 
support. Spitaleri, TCM 1960-175. 


Unpaid housekeeper doesn’t qualify as 
dependent under provision for children 
awaiting adoption. In addition to the 
various relatives who may qualify as 
dependents, the Code includes an in- 
dividual, other than a spouse, who re- 
sides with the taxpayer as a member 
of his household. If the dependent meets 
the support and income tests, an exemp- 
tion is allowed. This provision was, its 
to 
cover children in the process of legal 


legislative history shows, intended 
adoption. Taxpayer here claims it ap- 
plies to an old 


friend and poverty-stricken, whom he 


elderly woman, an 


took into his home and whom he sup- 


ported under an agreement that, should 
his bedridden mother be forced to come 
to live with him, the friend would care 
for her for a money wage. In a later 
year the mother did come to live with 
began 
agreed wage. For the year at issue, when 
only support was given, the court holds 
no exemption is allowable. What was 


taxpayer, and he to pay the 


given was compensation for current and 
future services. Hamilton, 34 TC No. 96. 


Assessment enjoined; disallowance of 
half of estimated tax paid before di- 
vorce creates deficiency. During the first 
11 months of the year, the taxpayer was 
married to Lucille. He and Lucille filed 
a joint declaration of estimated tax and 
paid $1,500 on the estimate. In early 
December, taxpayer was divorced from 
Lucille and immediately thereafter mar- 
ried Vivian. He and Vivian filed a joint 








income tax return showing a tax liabjl 
ity for the year of $126, and after claim, 
ing the $1,500 paid on the estimated 
tax, he and Vivian secured a refund of 
$1,374 as an overpayment. Lucille, op 
the other hand, claimed credit on he 
return for $750, one-half of the same 
$1,500 paid by taxpayer and her on the 
declaration of estimated tax. The tax 
payer was subsequently advised by the 
Internal Revenue Service that he had 
been entitled to credit for only $75) 
instead of the $1,500 and that he should 
repay to the Government $750 of the 
amount refunded to him. The taxpayer 
contended that the property settlement 
approved in the divorce decree set aside 
the entire $1,500 to him. The Distric 
Director assessed $750 against him. Tax 
payer brought suit to enjoin the District 
Director from making levy, seizure, or 
distraint upon his property in an effort 
to collect the assessment. The taxpayer 
contended that there was a “deficiency" 
under Section 6213(a), entitling him w 
a statutory notice of deficiency and a 96. 
day period in which to file a petition 
with the Tax Court for a redetermina 
tion. The District Director moved for 
summary judgment, contending that no 
deficiency existed that would entitle the 
taxpayer to receive a “notice of defi 
ciency” as a prerequisite to the assess 
ment and collection, pointing to Sec 
tion 6213(b)(1), which permits summan 
procedure on account of a mathematical 
error appearing in the return. This 
court holds that there no mathe 
matical error and that taxpayer is en 


was 


titled to statutory notice of deficiency 
Thus it grants the taxpayer's injunc 
tion restrain the District Director 
from making levy, seizure, or distraint 


to 


upon the taxpayer's property and denies 
the motion for summary judgment filed 
on behalf of the District Director. 
Briscoe, DC Tex., 7/8/60. 


Payments from ex-husband were for 
alimony arrearages; they are taxable to 
wife. Taxpayers’ husband had obtained 
an Illinois divorce; service on her was 
by publication and no provision for ali- 
mony was made. In 1946 taxpayer ob- 
tained a New York divorce that provided 
for alimony. The husband made _ no 
payments, and in 1953 taxpayer began 
action to collect. A settlement was made 
and the husband paid her $2,000 and 
agreed to pay $20 a week until another 
$2,000 was paid. She withdrew her New 
York enforcement action and formally 


consented to the Illinois decree. Despite 


axpayer’s 
yas for h 
ree, thus 
Joud on 
second mz 
alimony a 
Dalton, 3¢ 
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‘payer's argument that the payment 
to the Illinois de- 
any possibility of 
and the husband’s 
ond marriage, the court finds it was 


mony 


s for her consent 
e, thus removing 
ud on its validity 


and, therefore, taxable to her. 
n, 34 TC No. 90. 


{partment rent for annual stays in 
Florida deductible as medical expense. 
acquiescence] Taxpayer, a lawyer, 
red four heart attacks that serious- 
mpaired his heart. Taxpayer’s physi- 
in, a prominent heart specialist, urged 
xpayer to spend the winter months in 
yarm Climate. Taxpayer, his wife, and 
ir daughter spent the winters of 1954 
d 1955 in Fort Lauderdale, Florida, 
ir a physician who was peculiarly 
d to administer a dangerous drug 
by taxpayer. On the authority of 
(12 TC 409) and Stringham (12 

C 580), the Tax Court allowed a medi- 
deduction for taxpayer's transporta- 
rental in 


costs and 


apartment 


rida 
ridia. 


The fact that taxpayer would 
have made the trip but for the ad- 
of his doctor is indicated by the 
ere disruption of taxpayer’s family 
nd business life caused by the trip. The 
irt disallowed the portion of the apart- 

rentals attributable to taxpayer’s 

and daughter. [Non-acquiescence 
es to the rent issue; acquiescence in 
transportation issue was published 

IRB 


iled by 


1960-16. This case is being ap- 

the Government on the rent 

sue to the Third Circuit.—Ed.] Bilder, 
'C 155; non-acq., IRB 1960-33. 


Pension for physical infirmities exempt 
health insurance proceeds. Pension 
1yments received by taxpayer from the 
Service Employees’ Pension Fund 

the City of Nashville 


mental infirmities, 


because of 
not due 
the 
urse of employment, are tax exempt 

ealth insurance. Wright, TCM 1960- 


vsical Oo! 


accidental injury suffered in 


EXPENSES 


IRS devises that beneficiary can deduct 
osts incurred to get estate tax refund. 
Von-acquiescence| The IRS asserted a 
ficiency in estate tax against the estate 
taxpayer's deceased husband. Since the 
tate did not have sufficient funds with 
hich to pay the deficiency, taxpayer, 

) was an income beneficiary of a 
stamentary trust under her husband's 
supplied funds with which to pay 





the balance. This was done on the advice 
of the executor to avoid a possible assess- 
ment against her as a transferee of her 
husband’s estate. She then paid $2,500 
to an attorney to recover the estate tax 
deficiency that she had paid. The at- 
torney’s fee was held by the Tax Court 
to be properly deductible by the wife 
under the 1939 Code as a non-trade or 
non-business for the 
ment, conservation, or maintenance of 
property held for the production of in- 
come. Goldberg, 31 TC 258, non-acq., 
IRB 1960-29. 


expense manage- 


Payment to officer's widow deductible 
by corporation. A payment of 
months’ salary voted to the widow of a 
corporate officer is held deductible by 
the corporation. The payment was made 
for the widow’s welfare after her hus- 


six 


band died suddenly in an accident at 
the corporate plant and was based on 
the board of director’s moral obligation 
and recognition of the character and 
length of service rendered by the de- 
ceased. The court does not pass on the 
tax status of the payment in the hands 
of the widow. Fort Orange Paper Co., 
TCM 1960-170. 


CASUALTY LOSSES 


Casualty loss determined by difference 
in value of entire property. The allow- 
able deduction for windstorm damage 
to trees on residential property is de 
termined as the difference in value of 
the property before and after the storm. 
The loss is not to be measured by the 
replacement cost of the individual trees 
or by the value of any particular part 
of the property. Edwards, TCM 1960- 
172. 
Casualty loss deductible in year sus- 
tained, not in year ascertained. Since 
the accident to taxpayer’s auto occurred 
in December 1951, and the full extent 
of the loss was ascertained by the due 
date of his 1951 return, the loss was not 
deductible in 1952 but should have been 
claimed in 1951. Taxpayer‘s reliance 
upon his inspection in January 1952 of 
the damaged car as the identifiable event 
that fixed the year of deductibility was 
not well taken. Attorney fees and bail 
expenses paid on behalf of a friend who 
was involved in the auto accident are 
clearly not deductible, since taxpayer 
himself was not involved and no claim 
was made against him. Sparks, TCM 
1960-154. 
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Breakage of china by maid and cat not 
a casualty. Glass and china accidentally 
broken in the home by a cleaning 
woman and by a pet cat were not de- 
ductible as casualty losses. This court 
affirms the holding of the Tax Court, 
finding the contentions to be “without 
merit.” Diggs, CA-2, 7/5/60. 


Social club members not entitled to 
casualty loss for destruction of club 
property. A tax-exempt social club levied 
an assessment against its members to re- 
build the club’s aritficial lake and dam 
destroyed by a The 
denies a member of the club a casualty 


hurricane. court 
the assessment, since 
the loss was to the club and not to its 
members. Orr, TCM 1960-147. 


loss deduction for 


TRAVEL 


City employee required to use car on 
job denied deduction for commuting. 
A city building inspector was required 
his automobile at his 


to report with 


office each morning. After spending one 
or two hours in detail work at his desk, 
he used his car on various field inspec- 
tions and drove home straight from his 
last inspection. He sought to deduct all 
of his automobile expenses. The court 
holds the fact that taxpayer was re- 
quried to furnish an automobile and 
use it on his job did not convert what 
would otherwise be a personal commut- 
ing expense into a deductible business 
expense. It finds only 30% of the total 
expense is deductible, the balance 
representing nondeductible commuting 
and _ personal Steele, TCM 
1960-181. 


expenses. 


*“Home” for travel purposes was family 
residence. Taxpayer was a field agent 
for company, 
Colorado, Iowa, Nebraska, Missouri, and 
Kansas. It is undisputed that taxpayer 


an insurance covering 


and his wife maintain their household 
in Omaha. Tax returns are filed from 
the Omaha is 
other 


Omaha address, and 


shown as their home on docu- 
ments. During the taxable year, how- 
ever, taxpayer spent 80% of his time 
in Colorado. The Government contends 
this is his “tax home” since it is his 
principal place of business. Therefore, 
it disallows travel expenses in Colorado. 
The court holds for taxpayer. He had no 
permanent place of business in Colo- 
rado. “Home” means place of residence 
in determining travel expense deducti- 


bility. Schreiner, DC Neb., 8/18/60. 
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Utmost care is needed in qualifying 


insurance for the marital deduction 


by C. IVES WALDO, JR. 


The need for meticulous care in choosing settlement options, once the estate 


planner has determined that life insurance is to qualify for the marital deduction, 


is emphasized by the recent cases of Reilly, Meyers and Werbe, among others. Mr. 


Waldo examines currently popular options in the light of these cases and the pre- 


cisely detailed statute. 


I‘ ONE SENSE the subject of this discus- 
sion is a narrow one. It involves 

section of the Internal Revenue Code— 
Section 2056—as applied to one type of 
property—life insurance. Nevertheless, 
when considered in the light of the wide 
use of the estate tax marital deduction 
in estate planning and of the many 
millions of dollars of life insurance pro- 
ceeds disbursed annually, 


one 


the subject 
may fairly be said to have a broad ap- 
plication and real importance. Certain- 
ly, it does not lack difficulties 
problems. 


and thorny 


The purpose of the marital deduc- 
tion was to give estates of decedents in 
common law states the same favorable 
accorded to estates in 


states, 


treatment com- 


munity property where a_ hus- 
band! on death can pass roughly one 
half of his property to his wife free of 
estate tax because of her community in- 
terest therein. 

The deduction, allowed by 
Section 2056 of the Internal Revenue 


Code, 


marital 


is equal to the value of any in- 
terest in property which passes or has 
passed from the decedent to his surviv- 
to the extent that such in- 
terest was included in determining the 


ing spouse, 


value of the gross estate.2 The aggre- 
gate amount of marital deductions 
allowable may not exceed 50% of the 


adjusted gross estate.8 Speaking gen- 
erally, the adjusted gross estate is the 
gross estate administration 
expenses and certain other deductions. 

Life insurance proceeds which are in- 
cluded in the value of the decedent’s 


gross estate may qualify for marital de- 


less claims, 


duction whether such inclusion results 
under Code Section 2042 because of 
retention of incidents of ownership, or 
under some other section of the Code, 
such as Section 2035 because the de- 
cedent made a gift of the policy in con- 
templation of death. In either such case 
the proceeds are considered to pass to 
the person entitled beneficially to re- 
ceive the proceeds at the time of the de- 
cedent’s death.4 

The simplest case would be that of 
proceeds of life insurance included in 
a decedent's gross estate and payable un- 
qualifiedly in a lump sum to the surviv- 
ing spouse. In such a case the proceeds 
would clearly qualify for marital deduc- 
tion in the decedent’s estate. 


Settlement options 


If the proceeds are retained by the 
insurance company under a settlement 
option elected by the insured, the prob- 
lem becomes more complicated. The 
most common settlement options re- 
quire the proceeds to be held at interest, 
to be distributed in periodic install- 
ments over a fixed term of years, or to 

paid as a life annuity to a stated 
beneficiary. Speaking generally, pro- 
ceeds retained by the insurance com- 
pany under a settlement option will 
qualify for marital deduction only if it 
appears at the time of the husband’s 
death that the surviving wife will have 
a sufficient ownership in any proceeds 
remaining at her death to render them 
subject to inclusion in her estate for 
estate tax purposes. The price exacted 
for permitting a marital deduction in 





the husband's estate is inclusion of th, Jump st 
property in the wife’s estate to the ag would be 
tent, of course, that it has not bee) Sjmilar! 
received and consumed or disposed 9 pany und 
by her prior to her death. Hterest pay 
This brings us to Section 2056(b) an@jjife, or : 
the terminable interest rule, undetwould be 
which an interest in property passi pplus any 
to the surviving spouse is a terminabk payable t 
interest if it will, or may, lapse or failjdeath.8 Si 
after a period of time, or on the odjif payable 
currence, or failure to occur, of athe death 
event or contingency. If the surviving) The se 
spouse takes a terminable interest, i§discussing 
will not qualify for marital deductiofpand dw 
if another interest in the same propert)titled to 
passes from the decedent to another perisum, but 
son (for less than an adequate conjband’s d 
sideration in money or money’s worth) settlemer 
which interest may be possessed omfor mari 
enjoyed by the other person after th@form of 
wife’s interest terminates. affairs at 
An example of a terminable interes® js detern 
would be insurance proceeds retaine 
by the insurance company under an 
option requiring the payment of a life 
annuity to the surviving spouse. Such a 
annuity would qualify for the marital 
deduction if it were a non-refund an 
nuity which terminated on the wife’ 
death. Even if it were a refund annuitf underlyi 
it would qualify if the refund were payfterests ¢ 
able to the wife’s estate. In both of thé)for this 
above examples, no other person could ‘propert 
enjoy or possess the property after the }port!? c 
wife’s death. On the other hand, if the is used i 
refund was payable to the deceased’ cludes é 
children or some other person on_ the) suscepti 
death of the wife, it would not qualify} terest’ r 
Proceeds payable to the wife in install) by the s 
ments for a term certain, with any re) of parti 
maining installments on her death to be} Thus, 
paid to others, would not qualify.5 Here) be paid 
it should be noted that even if the wife) stallmer 
would in all probability, or, in fact did) remaini 
survive the term of the payments, ill conting 
would not render the interest deduct! before 
ible.6 The situation must be viewed al) proceed 
the time of the decedent's death. If af spouse 
that time there is any possibility thath each hz 
the wife’s interest will terminate andj If the 
that another person will thereafter! while | 
enjoy or possess any interest in property) she wo 
the interest is nondeductible. In the a which © 
' 










Single-pr 

Sectio1 
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example, if all installments after thej tion, 
wife’s death were payable as such or in aid! 


1 Following the usual convention, it is assumed J 5 Estate 
this article that the decedent is the husband anil Estate 07 
the surviving spouse the wife. Legally, the result!) * Rev. Ri 
would be the same if the positions were reversed) * Treas. 


2 IRC 1954, Sec. 2056(a). 8 Id., Sec 
8 Id., Sec. 2056(c). *Id., Sec 
4 Id., Sec. 2056 (e) (7). %S. Re 
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Similarly, proceeds left with the com- 
pany under an interest option with in- 
terest payable to the wife during her 
life, or accumulated during her life, 
would be deductible if the entire fund, 
plus any accumulated interest, were 
payable to the estate of the wife on her 
death.8 Such proceeds would not qualify 
if payable to contingent beneficiaries on 
the death of the surviving spouse. 

The settlement options we have been 


discussing are those elected by the hus- 
tion 
1CtIO} 


band during his life. If the wife is en- 
titled to receive the proceeds in a lump 
but elects herself after the hus- 
to take them under a 
settlement option, the proceeds qualify 
for marital deduction regardless of the 
the settlement. The state of 
affairs at the date of the husband’s death 
is determinative. 


gull, 


band’s death 


Single-property problem 

Section 2056(b), in referring to ter- 
minable interests in property, makes a 
distinction between “property” and an 
“interest in property.” The Regulations® 
“The term ‘property’ refers to the 
underlying property in which various in- 
each such interest is not 
for purpose considered as 
‘property.’ ’”’ The Senate Committee Re- 
port!® comments: “The term ‘property’ 


state: 


terests exist; 


this to be 


is used in a comprehensive sense and in- 
cludes all objects or rights which are 
susceptible of ownership. The term ‘in- 
terest’ refers to the extent of ownership 
by the surviving spouse or other person, 
of particular property.” 

Thus, if insurance proceeds are left to 
be paid to the surviving spouse in in- 
stallments for a term certain, with the 
remaining payments to be made to a 
contingent beneficiary if the spouse dies 
before the end of the term, the total 
proceeds are the “property” and the 
spouse and the contingent beneficiary 
each have an “interest” in the property. 
If the wife’s right to receive payments 
while living was a separate “property” 
she would have interest 
which would qualify for marital deduc- 
tion, since the contingent beneficiary 
would have no right to enjoy an interest 


a terminable 


* Estate of Thomas J. White, 22 TC 641 (1954); 
Estate of John C. Zeman, 17 TCM 336 (1958). 

* Rev. Rul. 55-733, CB-2 1955 388. 

‘Treas. Regs., Sec. 20.2056 (e)-2(b) (3) (iii). 

® Id., Sec. 20.2056 (e) -2(b) (3) (iv). 

* Id., Sec, 20.2056 (b) -1(e) (2). 

*°S. Rep. 1013 (part 2) 80th Cong., 2d Sess. 


in that particular “property” after the 
wife died. It would seem clear, however, 
that if the terms of the settlement spe- 
cifically require the proceeds to be 
separated into two funds, e.g., half the 
proceeds payable to the wife and half 
to a child, each fund will constitute a 
separate property. 

The fact that this distinction is not 
purely academic is illustrated by the 
Reilly11 and Meyer!2 cases. 


Reilly case 


In Reilly, the decedent upon his 
death in 1950 left eight life insurance 
policies issued by Penn Mutual Life 
Insurance Company. The proceeds, 
totaling $58,430.09, were payable under 
a settlement option elected by the 
decedent under which equal monthly 
installments were payable to his wife for 
10 years certain and for her longer life. 
If the wife died during the 10-year 
period, the remaining installments for 
the 10-year period were to be paid to the 
husband’s surviving children, or to the 
estate of the last survivor of the wife and 
children. The wife had no power to 
assign or commute the right to these 
payments. The installment payments 
during the 10-year certain period, but 
not the installment payments thereafter, 
were to be increased by any surplus ad- 
ditions awarded by the company. 

The wife survived the husband and 
was 47 years old at his death. The pay- 
ments to the wife were $270.85 monthly 
as provided by tables in the policies ap- 
plied to a female aged 47 years. On the 
basis of computations made by the in- 
surance company, $28,149.63 of the total 
proceeds was necessary to fund the 
stated monthly income for 10 years cer- 
tain, and $30,280.46 was required to 
fund the monthly income thereafter for 
the life of the surviving spouse. 

The executor admitted that the $28,- 
149.63 set aside to fund the 10-year cer- 
tain payments was a terminable interest 
and did not qualify for the marital de- 
duction. It was claimed, however, that 
the $30,280.46 set aside to fund the 
monthly for the life of the 
wife after the termination of the 10 
years was a separate property which 
qualified for the marital deduction. 


income 


(1948), CB-1 1948 332 at page 333. 

11 In re Reilly’s Estate, 239 F.2d 797 (CA-3, 1957), 
rev’g 25 TC 366 (1955). 

12 Meyer, 275 F.2d 83 (CA-2, 1959), rev’g 166 F. 
Supp. 629; cert. granted January 11, 1960, 80 
S. Ct. 373. 

18 Loc. cit. supra, note 10. 
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[Mr. Waldo is a partner in the Chicago 
law firm of Hopkins, Sutter, Owen, Mul- 
roy and Wentz. This article was present- 
ed at the recent Illinois State Bar Asso- 
ciation Short Course on Estate Planning.] 
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The Tax Court upheld the Commis- 
sioner’s contention that none of the pro- 
ceeds qualified for marital deduction. 
It held that the proceeds constituted a 
single property in which the widow had 
an interest which was terminable and in 
which an interest could pass to others 
if she died within 10 years. 

The court of appeals reversed the Tax 
Court, holding that the insurance pro- 
ceeds had been broken down into two 
separate properties for purposes of the 
terminable interest rule. 

In reaching its decision the court of 
appeals analyzed the language in the 
Senate Report with reference to the 
terms “property” and “interest in prop- 
erty.” The court stated that the Com- 
mittee Report!? did not contemplate 
a rigid formula, and that “the question 
of where one ‘property’ ends and a 
separate begins must be 
judged in the light of the circum- 
stances.” The court said (page 800): 


‘property’ 


Substance must prevail 


“The proceeds of one insurance policy 
certainly can be divided into separate 
properties. The fact that each single 
property had its genesis in the same 
piece of paper is without significance 
taxwise. every indicia of 
title would be indivisible which is not 
true. Substance must prevail on this 
question as in all tax matters.” 

The court held that upon the death 
of the insured the two funds came into 
being and were entirely separate and 
independent. The (page 
801): 

“Thereafter the amount of the ten- 
year certain payments could not be 
affected by the annuity for life; and the 
life annuity did not flow from nor could 
it be affected by the payments certain. 
The rights under one were not tied in 
any way to the rights under the other. 
A person other than the spouse could 
succeed to one; no one but the spouse 
could be paid any part of the other. The 
mere fact that the two interests derived 
from the same contract is insufficient to 
fuse these independent properties. 

“Under the option selected the insurer 
must and in fact did separate funds 
upon the death of the decedent. There- 
after, each part of the contract was 


Otherwise, 


court said 
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funded differently by the insurer, e.g., 
each policy provided that the certain 
payments, but not the contingent pay- 
ments, were to be increased by any sur- 
plus additions.” 

The court further held that the con- 
tingent future annuity, viewed as sep- 
arate property, qualified for marital de- 
duction. While it was a terminable in- 
terest, no other person had an interest 
therein. The contingent nature of the 
interest did not disqualify it. The court 
pointed out that, if the annuity did in 
fact vest, it would be subject to estate 
the 
paid to and retained by her. 


tax in wife’s estate to the extent 


Meyer case 

After the court of appeals decision in 
the Reilly case, two United States dis- 
trict courts held in accord therewith on 
similar facts.14 One of these, the Meyer 
case, decided by a district court in New 
York, was reversed on appeal by the 
Court of Appeals for the Second Cir- 
cuit.15 The decedent in the Meyer case 
left two insurance policies with proceeds 
payable to his wife in equal monthly 
installments for 20 years certain or for 
her longer life. If the wife died before 
the expiration of the 20-year period, the 
balance of the 20-year certain install- 
ments was payable to his daughter. The 
facts were substantially similar to those 
in the Reilly case. The district court, on 
the authority of that case, held that 
the portion of the proceeds determined 
by the insurance company to be neces- 
sary to fund the widow’s life annuity 
commencing at the end of the 20-year 
certain period qualified for marital de- 
duction. 

The court of appeals reversed, one 
judge dissenting. The court said ‘the 
sole question is whether, as the Third 
Circuit held, the proceeds may be sep- 
arated into two separate properties.” 
The court reviewed the provisions of 
the Senate Report!® and concluded that 
the situation was most analogous to that 
of a refundable life annuity with the 
refund payable to a person other than 
to the widow’s estate. The court stated 
that, “Neither 
vided, the 


insurance contract 
decedent did re- 
quest, that there be any segregation of 
the proceeds of the policy between the 


pro- 


and not 


amounts computable for the term cer- 
tain and the amounts computable for 
funding the contingent life annuity.” 
The court said (page 86):. “Even if we 
assume that had the contract provided 
for the segregation of the separate funds 
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they could then have been considered 
separate properties, it is stipulated here 
and the contracts reveal that no such 
segregation was provided for. In a simi- 
lar situation we have rejected the view 
that what might have been accomplished 
at the outset, but was not, ought never- 
theless to be regarded as having been 
done. See Hoffenberg (223 F.2d 471, 
CA-2 1955, aff'g 22 TC 1185).” 

The taxpayer in the Meyer case peti- 
tioned the United State Supreme Court 
for a writ of certiorari, which was 
granted on January 11, 1960.17 Pending 
the Supreme Court’s resolution of the 
conflict between the circuits, care should 
be taken in using the type of settlement 
option involved in these cases, if it is 
desired to qualify the contingent life an- 
nuity for marital deduction. Deducti- 
bility could be assured by having the 
settlement agreement specifically pro- 
vide for a scgregation of the proceeds 
into two separate funds, one to fund the 
term certain installments and the other 
to service the contingent life annuity. 
Abundant caution might suggest that 
separate policies be used to fund the 
two types of settlements. The entire 
problem could, of course, be resolved 
by giving the wife a power to appoint 
to her estate any proceeds remaining 
with the company on her death after 
that of her husband, as discussed later. 


Three exceptions to rule 


We now come to the three exceptions 
to the terminal interest rule. The first 
exception, contained in Section 2056 
(b)(3), provides that an interest passing 
to a surviving spouse will not be dis- 
qualified as a terminable interest if (a) 
such interest will terminate or fail only 
on the death of the surviving spouse 
during a 


period not exceeding six 
months after the decedent’s death, or 
as a result of a common disaster, and 


(b) such termination or failure does not 
in fact occur. Thus, if proceeds of insur- 
ance are payable to the surviving spouse 
only if she survives the decedent by 90 
days, they will qualify if the spouse in 
fact survives the 90-day period and re- 
ceives the proceeds. 

The exception will not apply if the 
interest of the spouse is conditioned on 
her survival for a period which may, 


when viewed at the time of the hus- 


band’s death, extend for more than six 
months (except where the condition is 
death by common disaster with the hus- 
band). Thus, where payment of insur- 
ance proceeds was to be made to the 


surviving spouse only if living upon re. 
ceipt by the insurer of due proof of 
death, otherwise to contingent bene 
ficiaries, it was ruled that the exception 
did not apply, and the interest of the 
wife was not deductible. In such a case. 
if the wife notified the company of her 
election to withdraw the proceeds and 
thereafter died before the proof of 
death was filed, her election would be 
ineffective and the proceeds would gy 
to the contingent beneficiaries. The 
wife must survive the filing of the proo/ 
of death. As of the decedent’s death this 
could occur more than six months after 
such death. Whether the wife, in fact, 
survives the contingency and takes js 
deemed immaterial.18 

Some older policies contain provi- 
sions making the beneficiary’s interes 
contingent on survival till the filing of 
the proof of claim. This is something to 
look out for. The more usual provision 
providing that a proof of death mus 
be filed will not render the proceeds 
not deductible, because it does not re. 
quire the beneficiary to be living when 
the proof of death is filed. It is merely 
a formal or administrative provision 
which does not make the wife’s interest 
conditional on survivorship.1® 

The second exception to the ter 
minable interest rule is found in Sec: 
tion 2056(b)(5). Under this exception, if 
a life estate, in trust or otherwise, passes 
to the surviving spouse who is also given 
a general power of appointment to ap- 
point the property to herself or to her 
estate, the value of the property quali- 
fies for marital deduction. I will not 
discuss this exception other than to 
state that insurance proceeds payable 
into a trust which gives the wife a life 
interest and a power complying with 
this section will qualify for marital de- 
duction. 

The third exception is found in Sec 
tion 2056(b)(6). It applies to life insur- 


14See district court opinion in the Meyer case, 
supra, note 12; Sandperl (E.D. Mo. June 19, 
1960), on appeal to CA-8. 

5 Note 12, supra. 

18 Op. cit. supra, note 10, pages 339, 340. 
17 Note 12, supra. 

18 Rev. Rul. 54-121, CB-1 1954 126. Cf. Eggleston v. 
Dudley, 257 F.2d 398 (CA-3, 1958) rev’g 154 F. 
Supp. 178 (court held ambiguous language to 
mean that if widow died before claim was filed 
proceeds went to her estate; interest held quaili- 
fied). A bequest to a wife contingent upon her 
survival until date of distribution of estate doe 
not qualify. Treas. Regs. Sec. 20.2056 (b) -3(d) (4); 
California Trust Co. v. Riddle, 136 F. Supp. 7 
(DC Calif. 1956). But see the following cases hold- 
ing that the bequest vested in wife at husband's 
death and was deductible: Smith, 158 F. Supp. 344 
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ance Or annuity payments with power of 
appointment, and its provisions are 
generally analogous to those of Section 
2056(b) (5) applying to life estates with 
power of appointment. Under this Sec- 
tion, proceeds held by an insurer under 
, life insurance, endowment or annuity 
contract are deductible if the following 
five conditions are satisfied: 

|. The proceeds must be held by the 
insurer subject to an agreement either 
to pay the the proceeds in installments, 
rf to pay interest thereon, and install- 
ments or interest payable during the life 
f the surviving spouse must be payable 
only to her. 


2. The installments or interest pay- 
able to the surviving spouse must be pay- 
able 


com- 
after 


annually, or more frequently, 
mencing not later than 13 months 
decedent's death. 

3. The surviving spouse must have 
the power to appoint the amounts so 
held by the insurer to either herself or 
her estate. 

t. The power in the surviving spouse 
must be exercisable by her alone and 
whether exercisable by will or during 
life) must be exercisable in all events. 

5. The amounts payable under such 
contract must not be subject to a power 

iny other person to appoint any part 
thereof to any person other than the 
surviving spouse. 

With respect to the requirement that 
the surviving spouse have the right to 
receive all installments or interest dur- 
ine her life, it is sufficient if the wife has 
the right annually or more frequently to 
require the interest or installments be 
paid to her and that otherwise they are 
to be accumulated. This requirement is 
also satisfied if interest is payable an- 
nually or more frequently to the sur- 
viving spouse until a certain date or 
contingency and thereafter she is to 
receive the proceeds in installments pay- 
able annually or more frequently.2° 


DC Colo. 1957); Kellar v. Kaspar, 138 F. Supp. 
738 (DC S.D. 1956); Steele, 146 F. Supp. 316 (DC 
Mont. 1956); Martinson v. Wright, — F. Supp. — 

DC Idaho, 10/16/59). 

See Regs. 20.2056(b)-6(d) 
*% Id., Sec. 20.2056 (b)-6(d). 
“% Shedd’s Estate, 287 F.2d 345 (CA-9, 1956), cert. 
den. 352 U.S. 1024 (1957); Rev. Rul. 54-553, CB-2 
1954 308. 

“ Treas. Regs. Sec. 20.2056 (b) -6(b). 

*% William W. Wynecoop, 24 TC 167 (1955), acq., 
CB-2 1955 10. 

“ Rev. Rul. 55-277, CB-1 1955, 456. 

* See the District Court opinion in Eggleston v. 
Dudley, supra, note 18. 

* Treas. Regs. Sec. 2056(b)-6(e) (1). 

" Estate of Thomas C. Werbe, 273 F.2d 201 (CA-7, 
1959), aff’g 178 F. Supp. 704 (DC S.D. Ind. 1958). 


and (e) (2). 





Prior to amendments included in the 
Revenue Act of 1954, it was necessary 
for compliance with this exception that 
both the right to interest or installments 
and the power to appoint apply to the 
entire proceeds of a policy?! unless the 
proceeds were segregated into separate 
funds, in which case it was sufficient that 
both rights be applicable to entire 
amount of the fund so segregated and 
claimed to qualify. Under Section 2056 
(b)(6), as amended, it is sufficient if the 
rights apply to an umsegregated frac- 
tional portion of the proceeds. It is not 
necessary that the rights be in the same 
proportion. Thus, if the wife is entitled 
to interest for life from one half of the 
proceeds, and has a power to appoint 
one quarter of the proceeds, one quar- 
ter of the proceeds is a deductible in- 
terest.22 

The wife’s power of appointment 
must be a power to appoint the proceeds 
held by the company to herself or to 
her estate. If she has the power to ap- 
point to others in addition, this will 
not disqualify the property. A power 
to draw down all of the proceeds at any 
time is sufficient of itself.23 Also, a power 
in the wife to appoint to her estate is 
sufficient, even if she has no power to 
draw down the proceeds during her 
life.24 The power to appoint to the 
wife’s estate may be by will or by con- 
tract with the insurance company. Since 
most insurance companies will not recog- 
nize appointments by will, powers to 
appoint to the estate are generally re- 
quired in the settlement agreements to 
be made in the form of a written direc- 
tion to be filed by the wife with the 
company. 

The power to appoint, whether in the 
form of a power to withdraw during 
life or in the form of a power to direct 
that proceeds remaining with the com- 
pany at death be paid to the wife’s 
estate, must be exercisable by the wife 
alone and in all events. The power is 
exercisable in all events only if it exists 
and may be exercised immediately fol- 
lowing the husband’s death. If the wife’s 
right to exercise the power is conditional 
upon her survival until the claim or 
proof of death is filed, the power is not 
exercisable in all events.25 However, a 
condition based on survival of the wife 
for less than six months of the type men- 
tioned in Section 2056(b)(3) will not 
disqualify the power.?6 

Most settlement agreements contain 
formal requirements which must be 
satisfied in exercising the power to draw 
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down proceeds. Where these require- 
ments are merely for the administrative 
convenience of the company and do not 
substantially restrict the wife’s right to 
exercise the power, they will not con- 
travene the requirement that the power 
be exercisable in all events. For exam- 
ple, a requirement that the company be 
notified of the exercise and that the 
same be endorsed the settlement 
agreement is not objectionable. 


estates ° 


on 


Werbe case 


The type of problem that can arise 
in connection with the wife’s power to 
withdraw during life is illustrated by 
the Werbe?7 case. This case involved the 
proceeds of five life insurance policies, 
four issued by New England Mutual 
and one issued by the Equitable Life 
Assurance Society of the United States. 
The proceeds of New England 
policies, under a settlement option 
elected by the insured, were to be held 
at interest for the benefit of the in- 
sured’s wife. Interest was payable to her 


the 


monthly, commencing one month after 
the The settlement 
agreement provided that, while the op- 
tion was operative, the widow, if living, 
had the right on any interest payment 


insured’s death. 


date to withdraw all or any part of the 
proceeds then on deposit with the com- 
pany, or, at her election, to have such 
proceeds paid to her under another op- 
tion allowed by the company. In the 
agreement, the reserved the 
right to require 90 days’ notice in writ- 


if ompany 


ing before permitting a withdrawal or 
change of option to be exercised. The 
company was not to be required to 
make more than four partial withdrawal 
payments in any contract year, or to per- 
mit a partial withdrawal of less than 
$50. If any withdrawal would reduce the 
balance retained by the company to 
less than $1,000, the company reserved 
the right to distribute the entire bal- 
ance to the payee in one sum. Upon the 
death of the wife, any balance remain- 
ing with the company was to be paid to 
the then surviving children of the in- 
sured. 

The proceeds of the Equitable policy 
were payable under a similar settlement 
option. In this case the interest pay- 
ments were to be made annually with 
the first payment due one year after 
death of the insured. Withdrawals could 
be made only on interest payment dates 
and could not be for a sum less than 
$100. Payment of any sum withdrawable 
could be deferred by the company for 
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six months after receipt of application 
for it. 

The widow’s interest in the proceeds 
was Clearly a terminable interest, since 
the children were to receive any remain- 
ing proceeds on the widow’s death. The 
issue presented was whether the widow’s 
interest qualified for marital deduction 
under Section 812 (e)(1)(G) of the 1939 
Code (1954 Code Section 2056(b)(6)) be- 
cause of the widow’s power to draw down 
the proceeds on interest payment dates. 
The held that the 
widow’s interest did not qualify because, 


district court?8 
due to the limitations in the settlement 
agreement, she did not have a power of 
appointment which was exercisable in 
all 
affirmed.?9 

The court of appeals held that the 
right of withdrawal could only be exer- 


events. The court of appeals 


cised on interest payment dates and that 
therefore in the case of the New Eng- 
land policies it did not arise until one 
month after the death of the insured.30 
Similarly, the right of withdrawal in the 
case of the Equitable policy did not 
arise until one year after the death of 
the insured. Thus, the powers were not 
exercisable in all events. 


Taxpayer's position 


The taxpayer argued, first, that the 
the 
issued with respect to the New England 


wording of settlement agreement 
policies, properly construed, permitted 
exercise of the right of withdrawal at 
any time after death and up to presenta- 
tion of the proof of death, without re- 
gard to the first interest payment date. 
Expert testimony was introduced in sup- 
port of this construction. The court re- 
jected the argument, holding that the 
terms of the policies and settlement 
agreements were unambiguous and that, 
accordingly, no expert testimony was 
required. 

The taxpayer’s next argument was 
that the limitations on the power were 
purely formal in nature, and thus under 
the Regulations*! did not disqualify the 
power. The Regulations provide that if 
the power exists as of the date of the 
decedent’s death so as to be taxable 
in the beneficiary’s estate as a general 
power of appoinment under Section 
2041(a)(2),32 it will not be disqualified 
merely because filing proof of decedent’s 
death is a condition of its exercise. 
There is a cross reference to a similar 
the Regulation dealing 
with powers to appoint in the case of a 
Jife interest in trust. Section 2056(b)-5 


provision in 
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(g)(4) of the Regulations provides in 
part: 

“Examples of formal limitations on a 
power exercisable during life are re- 
quirements that an exercise must be in 
a particular form, that it must be filed 
with the trustee during the spouse’s life, 
that reasonable notice must be given, or 
that reasonable intervals must elapse 
between successive partial exercises.” 

The taxpayer introduced expert testi- 
mony to the effect that all of the limita- 
tions were intended merely to be for the 
administrative convenience of the in- 
surance company and were not intended 
to deprive the beneficiary of her un- 
qualified right to draw down the pro- 
ceeds. The court rejected this contention 
also, sustaining the Government’s argu- 
ments that the provisions of the settle- 
ment were clear and unambiguous and 
thus required no interpretation, and 
that, whatever their intent, their effect 
was to make the power of appointment 
not exercisable in all events. 

The court also intimated that there 
might be other aspects of the limita- 
tions which rendered the power not 
exercisable in all events. These are not 
spelled out in the opinion, but several 
possibilities were argued in the briefs. 
The Government conceded in its brief 
that neither a provision for minimum 
withdrawals of $50 or $100 nor a pro- 
vision for distributing the entire bal- 
ance when it was less than $1,000 would 
disqualify the power. It argued, how- 
ever, that a limitation to four with- 
drawals per year would disqualify the 
power, because the beneficiary, having 
made four withdrawals in any 
could not exercise the power for the 
balance of the year, and it was thus 
not exercisable in all events. The tax- 
payer replied that the limitation, in fact, 
applied only to partial withdrawals, and 
that the beneficiary was free to make a 
fifth withdrawal if it applied to the 
entire balance. 


year 


Limitations on power 


The court based its opinion on its 
finding that the power to withdraw did 
not exist immediately after the de- 
cedent’s death but arose only on the 


28 Note 27, supra. 

2° Note 27, supra. 

8° For some reason the taxpayer made no conten- 
tion that the one-month survivorship contingency 
was saved by Sec. 2056(b) (3). See Reg. supra 
note 2. 

%1 Treas. Regs. Sec. 20.2056(b)-6(d) and (e) (2). 
®2 Dealing with the inclusion in the gross estate of 
property subject to a general power of appoint- 
ment created after October 21, 1942. 


first interest payment date thereafter, 
The limitation was thus not a right in 
the company to delay payment until the 
first interest payment date, but a post. 
ponement of the time when tli right to 
exercise arose. Accordingly, if the bene. 
ficiary had exercised the right to with. 
draw prior to the payment date and 
then died prior to that date, the exer. 
cise would, presumably, not have been 
effective. The same defect would, of 
course, exist as to each subsequent 
period between payment dates. The 
effectiveness of any exercise of the right 
to withdraw would be conditional on 
survival by the beneficiary to the next 
interest payment date. This would seem 
to be another possible reason why the 
power was not exercisable in all events. 

Another limitation was the right of 
the companies to require 90 days’ or six 
months’ notice before permitting a 
withdrawal. If a beneficiary has an un- 
qualified right to exercise the power 
to withdraw, and these limitations mere- 
ly permit the company to delay pay- 
ment for a reasonable time, the power 
should not be disqualified. On the other 
hand, if the notice is a condition prece- 
dent to exercise of the power, so that 
it cannot be exercised until the notice 
period has run and the beneficiary’s in- 
tervening death would make exercise of 
the option ineffective or impossible, the 
power would not seem to be exercisable 
in all events. 

It would probably be possible to 
achieve substantially the same results 
intended by the limitations on the with- 
drawal right in the Werbe case, by draft- 
ing the settlement to give the widow an 
unqualified right to exercise her right 
to withdraw, but to give the insurance 
company the right to delay payment 
until the next interest payment date, or 
for a stated period. Under such a clause 
the widow's right to the fund would be 
vested on exercise and would pass to 
her estate if she died before the date for 
payment. Another simple solution would 
be to give the widow, in addition to the 
right to draw down the proceeds, the 
right to direct that any balance remain- 
ing on her death be paid to her estate. 
This power alone would qualify the 
* Lawthers, “Basic Planning Principles in Quali- 
fying Life Insurance for the Marital Deduction,” 
37 Taxes 723 (1959); Hilgedag, ‘““‘The Use of New 
Options Allowed by Insurance Companies re the 
Marital Deduction and What Forms Are Still 
Needed,” 8th Ann. N.Y.U. Inst. of Fed. Taxation, 
338 (1950); Lowrie, “Insurance Under the Marital 
Deduction when Left under the Various Optional 


Modes of Settlement,” 7th Ann. N.Y.U. Inst. on 
Fed. Taxat‘on, 708 (1949). 
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roceeds for marital deduction regard- 
ss of the limitations imposed on life- 
time withdrawals. 

It is apparent from the foregoing and 
from other articles on the topic33 that 
ualifying life insurance for the estate 
deduction is a_ technical 
atter, particularly where one of the 


tax marital 


HE PAYMENT OF DEBTS and adminis- 
Spam expenses by an estate can 
metimes result in no estate or in- 
me tax benefit to the estate or the 
neficiaries. This can happen when- 
ver the marital deduction is less than 
maximum. An illustration will show 
the estate 
x is not reduced by payment of debts 
will be 


ven thereafter to the possibility that 


e circumstances in which 


nd expenses. Consideration 
deduction might not reduce taxable 

come either. 

Consider a gross estate that consists 

f the following items: 

left to the widow 

itright by specific bequest 


Home, 

$ 100,000 

Securities to go to a trust, 

come to the widow for her 
remainder to the child- 

ren : 600,000 

comprising the 

left to 


Securities 


sidue of the estate 


widow 


400,000 





estate is, 
$1,100,000 


the total gross 


erefore 


there are 
expenses. 


Let us first assume that 


debts or administration 
Then the adjusted gross estate is the 
me as the gross estate ($1,100,000) and 

maximum marital deduction would 


50%, or $550,000. 


Varital deduction items 


However, in this example the only 
ems that qualify for the marital de- 
luction are the home ($100,000) and the 
securities that will go to the widow out- 
ight as the residue of the estate ($400,- 
00). Her right to the income of the 
for her lifetime is a terminable 
interest and does not qualify for the 
marital deduction. Thus the total mari- 
tal deduction is $500,000 and the tax- 


trust 





optional methods of settlement has been 
elected, and one deserving the lawyer’s 
close attention. No casual assumption 
that the proceeds of* any policy will 
qualify is warranted. Only by a careful 
examination of the terms of the policy 
and of the setttlement agreement there- 
under can deductibility be assured. ‘* 


How marital-deduction property 


can kill estate and income deductions 


by RICHARD G. HEWITT 


able estate is $600,000 ($1,100,000 minus 
$500,000). 

Now let us vary the example by as- 
suming that there were debts and ex- 
penses of $100,000. 
The gross estate remains at $1,100,000, 
but deducting the debts gives an ad- 
justed gross estate of $1,000,000. These 
debts will, of course, reduce the residue 


of administration 


that goes to the widow; she will get 
only $300,000. Consequently, the mari- 
tal deduction under this set of facts 
is only $400,000 (home, $100,090, plus 
the reduced residue, $300,000). The tax- 
able estate is computed by deducting 
from the $1,100,000 gross estate both the 
debts of $100,000 and the marital de- 
duction of $400,000. The taxable estate 
is $600,000, just as it was in the first 
example. 

Thus the two estates pay the same 
estate tax, even though one has $100,000 
in debts and expenses and the other 
doesn’t. The reason, of course, is that 
when the residue is left outright to the 
wife and the marital deduction is no 
more than 50% of both the gross and 
the adjusted gross estate, every dollar 
of debt both increases the debt deduc- 
tion and, by reducing the residue, re- 
duces the marital deduction by the same 
amount. The taxable estate and the tax 
are unchanged. 

Frequently, it is to avoid just such 
wasted deductions that an estate is so 
planned that enough of the property 
is qualified for the marital deduction 
to ensure, perhaps through the use of 


a formula clause, that the maximum 
marital deduction is allowable. 
Let us suppose now that the de- 


ductible items in the estate consist solely 
of administration expenses deductible 
in the estate’s income tax returns under 
Section 642(g) of the Code. Suppose 
further that the estate is in administra- 
tion for 24 months. Some benefit can 
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be gained from use of the adininistra- 
tion expenses as a deduction against 
gross income on the estate’s income tax 
returns. But it is very likely that much 
of the advantage of these deductions 
will be lost to the estate, since the ex- 
penses may exceed the estate’s total in- 
come, especially in the final year of 
administration, when expenses are heavi- 
est. Under Code Section 642(h)(2) the 
excess deductions in the year of ter- 
mination of the estate will be passed 
on to the successors to the estate prop- 
erty. This could be the surviving spouse 
if the residuary estate goes outright, as 
in our example, or the trustee of a 
marital-deduction trust if the will pro- 
vides for a residuary trust. Regulations 
1.642(h)-2, provides that such excess de- 
ductions can be used only in the tax- 
able year of the surviving spouse or 
the 
inates. Unless the surviving spouse or 


trustee within which estate term- 
trustee has other sources of income, it 
is now obvious that the excess deduc- 
tions benefit can be lost to the surviving 


spouse or trustee. 


Remedial legislation needed 
Remedial needed to 


correct the inequity that occurs when 


legislation is 


estate expenses incurred in the year of 
termination exceed the beneficiary’s for 
that income year. Of course, it can be 
argued that remedial legislation is need- 
ed to correct the more frequent inequity 
of personal deductions exceeding taxable 
income so as to allow a carryover loss of 
some type in that specific area. That is a 
subject, however, not germane to this ar- 
ticle; we are concerned here only with 
the specific problem of according relief to 
beneficiaries of estates with large termi- 
nal expenses. 

When it happens that an estate has 
incurred net capital loss, a carryover 
years the time of the 
loss) is allowed to beneficiaries. Similar 
relief 
when 


for five (from 
afforded beneficiaries 
expenses in the 
exceed estate 


should be 
administration 
year of termination in- 
come and all of the excess cannot be 
deducted in the one tax year of the 
beneficiaries in the estate ter- 
minates. A deductions carryover of five 
years, similar to the capital loss carry- 


over, is the relief suggested. 


which 





[Mr. Hewitt is a member of the New 
York Bar and is a member of the law 
firm of Wormser, Koch, Kiely & Alessan- 
droni, New York City.] 
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Claim for refunds because of unsettled 
expenses doesn’t support refund based 
on income tax debt. In preparing the 
estate return decedent’s executor 
failed to take a deduction for a $73,000 
Federal income tax liability due and 


tax 


unpaid at decedent’s death. The return 
1953, 
1956, the executor filed a claim 


was filed in June 15, and on 


June 5, 
for refund for the entire amount of the 
tax paid because of expenses, not then 
definite in amount, that would be pay- 


able in winding up certain transactions 


late & gift decisions this month 


¢ November 1960 





in which decedent had been engaged. 


The transactions were explained in some . 


detail, but no reference was made in 
the statement to the $73,000 Federal 
income tax debt. The statement did in- 
dicate that the claim was filed as a pro- 
tective claim and that more complete 
details would be filed later. On October 
19, 1956, a new claim was filed, setting 
forth additional deductions covering the 
items that had been mentioned in the 
supporting statement ‘attached to the 
original claim and also covering the 
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debt of $73,000 for the decedent's Fed. dudin 
eral income tax. The Commissioner re. intere 
fused a refund based on the deduction | darbe 
of the Federal income tax debt. The} dat 
Court of Claims agrees. The second ayme 
claim filed after the three-year statute a re 
of limitations had expired could not be weesic 
considered merely an amendment to the howe’ 
earlier claim. First National Bank off the p 
Montgomery, Ct. Cls., 7/15/60. attrib 
: { Janue 
Transfers made one year prior to sudden} |i. p 
death not in contemplation of death) .1)¢ | 
In 1953 decedent, a widow, transferred court 
500 shares of family corporation toy suppl 
and equal interests in the 12-room family agree 
residence to irrevocable trusts for the the i 
benefit of her children. After her sud- wwe, 
den death in 1954 the Commissioner de. a 
termined that the trust property, the rag 
stock, and the family residence were} jayab 
includable in her gross estate as transfers) onity 
made in contemplation of death. The Code 
Tax Court disagreed and held that the 
trust property was not taxable. The} 7,5 
court noted that death was sudden and for g 
that no inference could be drawn that trans 
decedent had an awareness of death at trust 
the time the transfers were made. Life made 
motives were associated with the gifts. 1946 
The stock was transferred to create an tiona 
arrangement to preserve family control gift 
of the corporation and to carry out de} fog 
cedent’s late husband’s wish that she gifts 
make such transfers for the benefit of gifts. 
the children. The home was transferred ston 
because it was too large for her to main-} j;,)) 
tain; unable to sell it, she had moved into Gcier 
an apartment.Lenna, TCM 1960-153. resp 
in |! 
Trustees’ duty to pay life insurance} ,¢ al 
premiums not a retained income inter-} ,,.,. 
est of grantor. In 1938 the decedent} o¢ 4 
transferred securities and two insurance ? 
policies on his life to an irrevocable the 
trust. He retained no incidents of owner- “= 
ship in the policies and no reversionary} oy}, 
interest in the trust. The trust agree} jo4¢ 
ment required that the trustees pay the} apj¢ 
entire net income from the securities to bras: 
the beneficiary and pay the premiums} ,,, 
out of trust principal. After decedent's 
death in 1944, the Commissioner de- Pou 
termined that the value of the trust i 
corpus was includable in decedent’s gross} q,,¢, 
estate, the securities on the theory that} , jj 
the decedent retained the use and bene. She 
fit of the income until his death (1939 capi 
Code Section 811 (c)(1)(B)) and proceeds} 4, , 
of insurance as a transfer intended to — 
take effect at or after death (1939 Code} jj. 
Section 811 (c) (2)). The district judge disy 
disagrees with the Commissioner, con} gy, 
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cluding (1) that there was no retained 
interest in trust income; the income was 
to be paid to the beneficiary, and only 
trust principal could be used for the 
payment of premiums; and (2) there was 
no retained ‘economic benefit” or re- 
yversionary interest. The Commissioner, 
however, argued in the alternative that 
the portion of the insurance proceeds 
attributable to premiums paid after 
january 10, 1941, the effective date of 
the premium payment test, was includ- 
able in decedent’s gross estate, and the 
court agrees. Inasmuch as decedent had 
supplied the trust principal and the 
agreement required the trustees to pay 
the insurance premiums out of trust 
principal, the premiums were held to 
have been paid indirectly by the dece- 
dent. [The premium payment test of the 
of insurance proceeds was 
omitted from Section 2042 of the 1954 
Code.—Ed.] Bennett, DC IIl., 4/7/60. 


taxability 


Trustee of inter-vivos trust held liable 
for gift tax deficiency. In 1945 a settlor 
$85,000 an irrevocable 
trust for the benefit of his daughter and 
made a gift of $15,000 to a Mr. Ost. In 
1946 he added shares of stock of ques- 


transferred to 


tionable value to the trust and made a 
gift of $34,000 to Mr. Ost. Returns were 
filed and tax paid with respect to the 
gifts to the trusts but not as to the other 
gifts. After settlor’s death the Commis- 
that the trustee was 
liable as “trustee and transferee” for de- 
ficiencies in gift tax and penalties with 
respect to the gifts to Mr. Ost of $15,000 
in 1945 and $34,000 in 1946. The court 
of appeals held that the 1945 deficiency 


sioner asserted 


was satisfiable to the extent of the value 
of the property transferred to the trust 
in 1945 but only out of the assets in 
the trust when the notice of deficiency 
was sent. After pointing out that the 
only property transferred to the trust in 
1946 was the stock that had no ascertain- 
able value, the court concluded that the 
trustee was not liable for the 1946 gift 
tax deficiency. Want, CA-2, 6/13/60. 


Power held by widow as executrix 
doesn’t qualify interest for marital de- 
duction. Decedent’s will gave his widow 
a life interest in the residue of his estate. 
She was named as executrix and in that 
capacity had the express power to sell 
or dispose of any real or personal prop- 
The executrix claimed that the 
life estate coupled with the power of 


erty. 


disposal qualified for the marital - de- 
duction, but the court disagrees. The 





power was not exercisable by her alone 
and in all events within the meaning of 
Section 2056(b)(5) of the 1954 Code. The 
power was not a personal power but a 
fiduciary power held by the widow solely 
in her capacity as executrix. The court 
also noted that a Rhode Island statute 
provided that a bequest of a life interest 
in tangible personal property which is 
likely to be consumed by use in the 
course of time gives the legatee an abso- 


” 





Renunciation five years after bequest 
ineffective. Taxpayer’s father died in 
1945. His will provided that taxpayer 
was to receive $2,000 per year for her 
life, of the 
from property held by the estate. In 


or one share net income 
1950 taxpayer orally stated that she 
would like the income to be paid to 
her children. No income was paid by 
the estate until 1953. In 1952 taxpayer 
directed the executor to draw all checks 
payable to her as trustee for her chil- 
dren, and checks for the years 1953- 
1955 were so drawn. In 1957 taxpayer 
signed a formal statement, drawn by 
an attorney, confirming that she had 
disclaimed and renounced all right to 
the income and that the income should 
be paid to her children. The Commis- 
sioner determined that the income from 
1953-1955 was taxpayer’s. The court 
agrees, holding that under state law a 
disclaimer must be made within a rea- 
sonable time to be effective and that, 
even if the disclaimer was made in 1950, 
five years is not a reasonable time. 
Cleary, 34 TC No. 76. 


Receipts after 1942, in respect of dece- 
dent dying in 1931, not taxable. [Ac- 
quiescence] ‘Taxpayer’s husband, a 
lawyer, died in 1931. His law partner- 
ship agreement had provided that on 
the death of either partner the survivor 
would pay the decedent’s beneficiary his 
interest in pending cases. Taxpayer was 
forced to bring suit and in 1952 col- 
lected this and other amounts due her. 
The Tax Court held that the portion 
applicable to profit earned prior to her 
husband’s death but not received until 
thereafter is not taxable income. It was 
corpus of the estate and the present law 
taxing payments of this kind as income 
in respect of a decedent is not appli- 
cable to this decedent. The court con- 
ceded that the language of the statute 
does not clearly indicate whether it ap- 
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lute estate in the property bequeathed. 
An automobile passed as part of the 
residue, and by reason of the applica- 
tion of this statute the widow received 
an absolute estate in the automobile 
rather than merely a life estate. As a 
result, the court held that the auto- 
mobile was not a terminable interest 
and that a marital deduction was allow- 
able as to its value. Markoff, DC R. L, 
7/8/60. 


. 





plies to receipts after 1942 or receipts 
with respect to a decedent dying after 
1942. However, it concluded from the 
legislative history that the latter was in- 
tended. Tighe, 33 TC 557, acq., IRB 
1960-29. 


Corporation acting as fiduciary not tax- 
able on distributions to beneficiaries. 
Taxpayer-corporation acquired title to 
property under a trust agreement with 
its stockholders whereby the corporation 
was to hold legal title, act only as trus- 
tee, and distribute the income to trust 
beneficiaries. The court finds the mere 
collection and transmittal of the rents, 
with such incidental activities as nego- 
tiating with tenants and keeping the 
property in repair, do not dignify tax- 
payer's operaitons as engaging in busi- 
ness, any more than would have been 
the case if an unrelated corporate fidu- 
ciary had done the same. Further, there 
was no showing that a valid trust did 
not exist under local law. Accordingly, 
taxpayer, as a trustee, is not taxable on 
the income currently distributed to the 
beneficiaries. Caswal Corp., TCM 1960- 
143. 


Will created single trust. Taxpayer's 
husband’s will created a trust for the 
benefit their and directed the 
trustee to make certain monthly pay- 
ments to family servants. The trust was 
to terminate when the. son reached 35 
or at his prior death. After the son died, 
taxpayer received a distribution of the 


of son 


trust property. She continued the pay- 
ments to the servants and deducted these 
payments as distributions of trust in- 
come. The disallows the deduc- 
tion. The will created a single trust; 
there was no provision for continuing 
trusts for the benefit of the servants 
after the termination of the son’s trust. 
The payments made by taxpayer were 
voluntary. Green, DC Tex., 8/8/60. 


court 
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Consequences of withholding the 


withheld taxes from the Government 


bead RECENT GASES should remind tax 
practitioners of the hardship that 
can be involved when corporate officers 
are charged with penalties for failure to 
withhold and pay over taxes. In these 
cases (Botta and Lipsig, DC ED N. Y.) 
district judges refused to enjoin the 
enforcement of tax liens resulting from 
assessment of such penalties against cor- 
porate officers. The inconvenience that 
can be incurred by the corporate official 
who must prove in a refund suit that 
he is not liable for the penalty invites 
attention to the substantive and _ pro- 
cedural problems involved. 

Income and social security taxes with- 
held from employees have, too often, 
withheld from the 


ment. Hard-pressed employers have used 


also been Govern- 
such funds in their own businesses and 
have been unable to make good. To 
remedy this situation, Congress in 1958 
enacted legislation that authorizes Dis- 
trict Directors to serve a notice requir- 
ing a defaulting employer to deposit 
future collections in separate bank ac- 
counts in trust for the United States not 
later than the end of the second bank- 
ing day after withholding from the em- 
ployees (Section 7512). Failure to com- 
ply with such notice is a misdemeanor 
punishable by a fine of $5,000 or im- 
prisonment for one year or both (Sec- 
tion 7215 (a)). 

This relatively new legislation supple- 
ments an older remedy provided by Sec- 
tion 2707 of the 1939 Code and Section 
6672 of the 1954 Code. These sections 
impose 100% penalties on any person 
required to collect, account for, and pay 
over taxes who willfully fails to do so.* 
Although amounts of such penalties 
asserted in the future may decrease if 
the District Directors are vigilant in re- 
quiring prompt deposits and employers 
comply, Section 6672 will still have a 
function in the Treasury’s efforts to col- 
lect undeposited funds withheld from 
employees’ salaries. It is probable also 


that. the -cases.defining the person “re- 


quired” to pay over upon whom the 
Section 6672 penalty is imposed will 
affect the interpretation of Section 
7215 (b), which exempts from the penal- 
ties imposed by Section 7215 (a) any per- 
son who can show that there was a rea- 
sonable doubt as to whether he was re- 
quired to collect the taxes. 

It may be worth while, therefore, for 
tax men to review the substantive and 
procedural problems that have arisen 
under Section 6672 and its predecessor. 
One substantive question, just referred 
to, involves the definition of the person 
“required” to collect, account for, and 
pay over. Another is the meaning of 
“willfully.” Among the procedural ques- 
tions are whether the penalty may be 
assessed without issuance of a statutory 
notice giving the officer a right to liti- 
gate in the Tax Court before payment 
and whether the entire amount assessed 
must be paid by the officer before he can 
properly test the validity of the assess- 
ment by refund suit. 


Who is responsible 


The situations that have been liti- 
gated with respect to the definition of a 
person required to pay over taxes can 
be classified in three ways: (a) cases re- 
lating to persons who are only nominally 
officers, (b) cases relating to subordinate 
officers, and (c) cases relating to the 
chief executive officers. 

If one is an officer in name only, he 
is not responsible for a corporation’s 
failure to account for withheld taxes. 
In Sperry v. Tomlinson (DC Fla., 1958), 
not officially reported, the court refused 
to approve a penalty assessed against a 
vice president and director of a corpo- 
ration that failed to account for social 


* These penalties do not apply, however, if there 
was reasonable doubt either as to liability for col- 
lection or the person required to collect. The pen- 
alties also do not apply to any person who can 
show that failure to comply with the notice was 
due to circumstances beyond his control. Lack of 
funds immediately after payment of wages is not 
considered’as such a circumstance. 


security and income taxes. The court 
found that the plaintiff was a nominal 
vice president and director of the cor- 
poration. The plaintiff's connection 
with the corporation did not give him 
management or control over its funds, 
Hence, there could be no breach of duty 
on his part. 


Subordinate officers 


If an officer has no responsibility or 
authority with respect to the handling 
of corporate funds and the payment of 
its obligations, he would not be the re. 
sponsible officer upon whom the penalty 
is imposed, regardless of his duties in the 
management of the corporation. Thus, 
in Mattox (DC Minn., 1959), not off- 
cially reported, a secretary-treasurer of 
a defaulting corporation won refund of 
a penalty on the ground that his posi- 
tion gave him no authority over the 
funds of the corporation. 


Chief executives 
The hardest situation involves chief 
executives. Can they escape the penalty 





by ascribing the blame to their sub- 
ordinates? In several cases, they have 
been successful. In Cushman (149 F.Supp 
644, DC Ariz., 1956), a husband and 
wile, president and 
president, respectively, of the Phoenix 
Senators Baseball Club, escaped penal- 
ties by showing that the corporation’s 
accountant and general manager were 
responsible for collecting and paying 
over the taxes in question. 

If, however, the chief officers of a cor- 
poration are to avoid this penalty, they 
must show not only that they delegated 
the duties involved to subordinates but 
that they had no actual knowledge of 
the subordinates’ failure to perform. 
Thus, in Levy (140 F.Supp. 834, DC 
La., 1956) the president and owner of 
all but one share of stock of a laundry 
corporation was exculpated by the court 
on a showing that he spent a great deal 
of time out of town in connection with 


who were vice 


the affairs of another corporation, that 
the laundry corporation had 20 em- 
ployees, among them a manager whose 
duty it was to pay over social security 
and withholding taxes, that the man- 
ager had been instructed by the presi- 
dent to deposit tax funds in a special 
account in order to avoid confusion 
with corporate funds, but had failed to 
do so. The president had no actual 
knowledge that the taxes had not been 
paid until the corporation’s business 
was at an end and there were no funds 
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to pay the Government taxes. While the 
court noted that the president might 
have been negligent in failing to main- 
tain closer supervision of the corpora- 
tion’s affairs, it found no conscious or 
deliberate failure on the president’s part 
to pay the taxes. 

Recently in Belcher, a district court 
in Virginia found that two officers of a 
corporation, the president and 
treasurer and the president, were the 
persons charged with the duty of with- 
holding and accounting for the taxes. 
Payment was never made but the court 
imposed no penalty on the officers be- 
cause it found that their failure was not 


vice 


willful. The bookkeeper prepared the 
returns and the officials signed them, 
but the bookkeeper never filed them. 

Where delegation of authority is not 
complete, the chief executive will not 
be able to shift responsibility to sub- 
ordinates. In Bloom (272 F.2d 215, CA-9, 
1959) another traveling president, who 
owned almost all of his corporation’s 
common stock, did not escape on the 
plea that his subordinates were author- 
ized to sign checks and that he relied 
in tax matters upon the corporation’s 
bookkeeper and accountants. The court 
found that the president had the final 
word as to what bills should be paid 
and knew that the taxes were not paid. 
The Cushman case was distinguished on 
the ground that there, after the delega- 
tion of authority, the corporate officers 
against whom the penalty was asserted 
did not participate in any action result- 
ing in nonpayment. 

Thus, a subordinate officer having no 
responsibility with respect to the pay- 
ment of taxes is not subject to the 
penalty, and a president cannot escape 
the penalty unless he completely dele- 
gates the duty of payment to a sub- 
ordinate and is not aware of the sub 
ordinate’s failure to carry it out. 

One set of facts apparently not yet 
litigated is whether a president would 
be liable where he had not delegated 
the duty but through confusion or negli- 
gence was not aware that he had failed 
to make payment. 

From the decisions that have inter- 
preted the meaning of “willfully,” it 
would appear that an officer unaware of 
his failure to make payment might 
escape penalty liability. The courts 
have divided on the meaning of “will- 
fully.” Most held that in this 
statute, which does not impose criminal 
sanctions but authorizes a civil action to 
insure payment to the United States of 


have 


a tax collected by the employer, ‘‘will- 
fully” does not require an intent to de- 
fraud the United States but merely a 
voluntary, conscious, and intentional act 
to prefer other creditors over the United 
States. (See Bloom and Levy, supra.) In 
the Cushman case, the court held that 
“willfully’ required criminal conduct 
and that evil motives were necessarily 
involved. This minority view was spe- 
cifically disapproved by the court of 
appeals in Bloom, That court had to 
consider the issue; the comments of the 
Cushman court on this question were 
dicta in view of its conclusion that the 
plaintiffs there were not the officers re- 
quired to collect, account for, and pay 
over. 
Wives’ liability 

For reasons of affection or conven- 
ience, rather than business necessity, 
husbands frequently make their wives 
officers of family-controlled corpora- 
tions. Sometimes they do not participate 
in corporate affairs beyond signing docu- 
ments that their husbands bring home. 
Nevertheless, when withheld are 
not paid to the Government, the wife 
may have to prove in court that she was 
not the person required to pay over the 
taxes. Thus, in the Cushman case, the 
president’s wife, who was vice president 


taxes 


of the corporation, was exculpated, as 
stated the default was 
that of the general manager. The opin- 
ion does not disclose whether she was at 
all active in the affairs of the corpora- 
tion in other respects. In the Bloom 
case, in which the president was held 
liable by both the district court and 
court of appeals, his wife was cleared 
by the lower court, which found that 
she was 


above, because 


“in no way associated with the 
operation of Idaho Smelting, Inc.” 

We understand that the Service is ex- 
tremely reluctant to exculpate a wife in 
the absence of a settlement with respect 
to the husband’s alleged liability. The 
wife has a considerable burden in ad- 
ministrative proceedings before the Serv- 
ice because, even if her husband states 
that he and the person 
responsible for the failure to pay over 
withheld taxes, the Service, in view of 
the marital relationship, is reluctant to 


not she was 


credit the testimony. 


Procedural questions 


No person against whom this 100% 
penalty has been asserted has established 
the right to a deficiency notice and Tax 


Court review. (See McAllister v. Dudley, 
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148 F.Supp. 548 (DC Pa. 1956) and 
Enochs v. Green, 270 F.2d 554 (CA-5, 
1959).) The sharp dissent in Green, how- 
ever, indicates that this question is not 
yet settled. 

Fortunately, it has recently been held 
that one need not pay the entire pen- 
alty assessment before suing for a re- 
fund. Otherwise, an innocent corporate 
officer would be in the intolerable posi- 
tion of having assessment liens on his 
property that he could neither discharge 
nor challenge. This was the position of 
the president and secretary of an 
Arkansas corporation in Steele (172 
F.Supp. 793, DC Ark. 1959). Penalties 
of approximately $5,000 were imposed 
on each of two officers who attempted 
to challenge the assessment by paying 
$50 and suing for a refund. The district 
court held that, although the total 
penalty was computed on the basis of 
amounts withheld from each of many 
employees, the penalty imposed by the 
statute was a single amount equal to the 
total amount of the taxes that had not 
been paid over. On appeal, the Govern- 
ment stipulated that its position in the 
lower court had in error. This 
supulation was based on footnotes 37 
and 38 of the Supreme Court’s second 
Flora decision (362 U.S. 145). The Court 
there stated that excise tax deficiencies 


been 


may be divisible into a tax on separate 
full 


payment rule would not require more 


transactions or events so that the 
than payment of a small amount. 

The Steele case involved penalty as- 
sessments for failure to pay over with- 
held income and social security taxes. 
The Government's concession, reflecting 
the view that such penalty is also divis- 
ible, was made by the Tax Division of 
the Department of Justice, not by a 
local United States Attorney. It may be 
expected, therefore, that in any district 
of the United States, a Section 6672 
penalty assessment may now be chal- 
lenged by suit for refund of the rela- 
tively small amount with respect to 


one employee for one _ withholding 
period. 
Another procedural question is 


whether Section 7421 of the Code, pro- 
viding that no suit may be maintained 
for the purpose of restraining the as- 
sessment or collection of any tax, applies 
to the penalty imposed by Section 6672. 
In Botta and Lipsig, where courts re- 
fused to the enforcement of 
liens for Section 6672 penalties, it was 
assumed that Section 7421 applies to 
penalties; this question was not ex- 


enjoin 
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plicitly raised by the taxpayers. How- 
ever, when the point was directly at 
issue in Headley (DC Minn., 133 F.Supp. 
36, 1955) the court held that a civil 
penalty such as that imposed by Sec- 
tion 6672 was within the scope of the 
“tax.” See also Vrooman-Fehn 
Printing Co. (140 F.2d 237 (CA-6 1944)). 

Corporate officers and others who may 


W ord 


be required to collect, account for, and 
1 

pay over taxes ought to be fully aware 

the their 

failure to do so. When penalties are 


of serious consequences of 


asserted, one cannot be sure who will 


November 1960 


ultimately be held responsible. An ac- 
countant or junior executive having 
anything to do with the payment of the 
corporate obligations runs the risk that, 
on the testimony of others, he may be 
held liable for unpaid taxes. And an 
honest but negligent chief executive 
may find to his great cost that a court 
may not believe that he was ignorant of 
failure to comply with the law. The 
severity of the penalties involved should 
spur all concerned to the highest meas- 
ure of care in discharging their obliga- 
tions in handling other people’s money. 


IRS Washington office gives advice 


only; regional offices settle cases 


i TRALIZATION Internal 
Revenue Service has reduced the 
necessity for taxpayers and their repre- 
the 
office in Washington. Commissioner 


OF THE 


sentatives to deal with national 
Dana Latham, speaking to the Federal 
Bar Association in September, pointed 
that, the 


procedures adopted in recent years, the 


out because of decentralized 
field offices have full authority to settle 
cases, and tax practice before the na- 
tional office is largely limited to requests 
for rulings and for technical advice. 

“In all other respects, generally speak- 
the 
occurs in the field, before the Audit or 


ing, tax practice before Service 


Appellate Divisions. . There are no 
levels of appeal in the National Office 
with respect to tax determinations made 
in the field except to the extent that a 
request for technical advice may be in- 
volved. 

the National 
Office enters the picture after a return 


“For the most part, 


has been filed only through this re- 
quest-for-technical advice procedure. 

“A request for technical advice,” Mr. 
Latham said, “is, of course, just what 
its name implies—a request of the Na- 
tional Office from a field Audit Division 
for guidance as to the tax effects of a 
completed transaction. While the pro- 
cedure contemplates that such requests 
will come to the National Office on the 
motion of our own people in the field, 
it is worth noting that the taxpayer, 
himself, can frequently take an issue to 
the National Office under what we call 
our certiorari procedure. I should like 
to summarize this because it is appar- 
ently not commonly known to tax prac- 
titioners. 


“Under the certiorari procedure, a 


taxpayer who believes that a particular 
situation is being dealt with in conflict- 
ing fashions in different districts, or who 
believes that the problem involved in his 
case is novel or particularly difficult, may 
request the examining officer or conferce 
to ask the National Office for technical 
advice. If the examining officer or con- 
feree is of the opinion that the circum- 
stances do not warrant such action, the 
taxpayer may then file an appeal with 
the District Office Chief of Audit. 

“If the Chief of Audit turns down the 
taxpayer's request, we require that the 
request, together with a statement of the 
reasons for declination, be forwarded to 
On own 
initiative, the National Office may then 
take jurisdiction. That this system seems 


Washington for review. its 


to be working is evidenced by the fact 
that only 29 such taxpayers’ requests, out 
of 1900 made, were turned down by the 
field. 

“A primary activity of the National 
Office the Mr. 


Latham pointed out, “is the setting of 


of Revenue Service,” 
tax policy through issuance of rulings 
interpreting or clarifying the Code and 
regulations. . . . Rulings on prospective 
transactions are, with few exceptions, 
issued solely by the National Office, in 
Washington. 


These occur 


with respect to certain kinds of deter- 


exceptions 


mination letters, which are issued by .. . 
District Offices. 

“The National Office also issues rul- 
ings on completed transactions affecting 
returns not yet filed if they involve 
questions of law, on which the Service 
has not previously taken a position. 

“I might mention one general excep- 
tion to what I have said. The National 
Office will not rule on either a prospec- 


tive or a completed transaction if the | 


same issue is involved in the taxpayer's 
return for prior years, still open under 
the statute of limitations. In this situa- 
tion, the taxpayer’s remedy lies in the 
request-for-technical advice procedure; 
in other words, the question is viewed 


eres ee 


as though the taxpayer had actually filed 


his return. 

“Determination letters issued by . 
District are similar to 
rulings but differ from them in two 
major respects. First, they are issued on 
prospective transactions only in 
specific sets of circumstances; namely, 
the qualifications of pensions, profit-shar- 
ing, and stock-bonus plans under Sec- 
tion 401 of the Internal Revenue Code, 
plus applications filed by organizations 
for exempt status under Section 501 of 
the Code. 


Directors 


two 


“Secondly, they are issued on com- | 


pleted transactions only where the Dis- 
trict Director is able to point to an exist- 
ing precedent in the statute, regulations, 
or in a ruling, already issued on the 
raatter in question.” 

In summary, Mr. Latham concluded, 
the tax practitioner in Washington will 
represent clients before a return is filed, 
but his colleagues in the field will rep- 
resent the client after the 
filed. This, with the exception noted for 
determination letters and technical ad- 


vice matters, is the general picture. 


Ninety-day letter not needed 
for late-filing penalties 

THE STATUTORY AUTHORIZATION given by 
Congress last session to the IRS prac- 
tice of omitting the 90-day letter in 
assessing penalties overruled the deci- 
sion of three circuit courts of appeal 
which had held that the Code required 
such a formal notice of deficiency. Pub- 
lic Law 86-470 amends Section 6659(b) 
at the instance of the IRS, to provide 
that ‘‘additions to tax’’ for late filing of 
tax returns (provided by Section 6651) 
may be assessed without the issuance of 
a 90-day letter, such 
part of the liability as is due as a de- 
ficiency in tax. Further, where a penalty 


except as to 


is incurred under 6654 or 6655 by rea- 
son of a failure to file an estimate and 
pay the estimated 90-day 
letter need be issued, unless no tax re- 
turn for the taxable year was filed at 
all. In the latter event, there exists a 
deficiency in the tax itself, and a letter 
is required. The act simply removes the 
requirement of the 90-day letter in 


tax, no 








return is | 
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f th situations where only “additions to tax” serious jeopardy without the amend-_ gional Counsel invited to participate.” 
avers and no tax itself is owing. The law ment, which in general reflects the pro- The motivation behind the procedure 
index further provides that, although the cedure which the Service has been fol- appears to be to invite settlement nego- 
situa amendment applies to assessments made lowing for many years. The exceptions  tiations in a greater number of cases, 
n the after the date of enactment (May 14, are intended to cover situations where and to encourage early settlement by 
auure 1960), assessments of additions to tax there is a deficiency in the tax itself, bringing in the litigating arm of the 
ieweqd | made before that date will not be and thus the taxpayer is deserving of an ‘Treasury at an earlier stage. Presumably, 
filed invalid even though a 90-day letter opportunity of invoking the jurisdiction — it is felt that the attorney who will try 
was not sent in a situation where it is of the Tax Court. vx the case is more sensitive to its strong 
now required, if the tax has already and weak points (as far as the vagaries of 
ar to been collected. If not, and the statute of [RS enlarges role litigation are concerned) than a repre- 
. two | limitations has not run, it may be f Regi ic 1 sentative of the Commissioner, and his 
ed on | assessed again. ¢ Bi itm omnse presence at this stage may tend to bring 
seal | [The Senate Committee report goes 5 hing CURRENT DRIVE to achieve settle- about an accord months earlier than 
mely, | into the reasons for the amendment in ment in a greater number of Tax would otherwise be possible. The Com- 
-shar- | some detail. The 1939 Code (Section Court cases, and at an earlier stage of missioner wishes to save his attorneys 
r Sec 291(a)) provided that additions to tax the proceedings, has had its latest ex- and the Tax Court the months inter- 
Godi asserted by reason of failure to file a pression in the Commissioner’s pro- vening between the earliest feasible time 
ations | timely return required the usual de- nouncement on the handling of pend- for settlement and the time when settle- 
01 ficiency procedure for their collection, ing cases by the Appellate Division and ment might otherwise be likely to occur. 


if measured by an amount of a de- 


Regional Counsel’s offices. Although the 


Counsel for taxpayers, whose own labors 


con ficiency, but not if simply measured by substantive lines of responsibility have would be lightened in an equal degree, 

e Dis the amount shown on the face of the not been altered, the new procedure will certainly sympathize with the effort. 
exist return. Further, the full procedure was places the initiative for negotiations But it is to be wondered how effec- 
itions required in all cases of negligence or with the Government and is intended to _ tive all this will prove. Human nature 
nthe fraud penalties. Section 6659 was en- lead to closer cooperation between the has a way of delaying action until the 
acted with the intention of preserving Appellate Division and Regional Coun- last possible moment, and often only 

luded this practice, and the IRS construed it _ sel. the immediate prospect of trial will 
n will | a8 requiring the full procedure in the Under the new procedure (TIR 249) persuade one or the other of the con- 
filed, | same delinquency, fraud, and negligence in all Tax Court cases (except those in terees that his best interests lie in settle- 
1 ret cases as under prior law. But the courts which the deficiency notice was orig- ment. The Commissioner’s efforts should 
wn rejected the Service’s interpretation. In inally issued by Appellate or in which a be applauded, but it is clear that they 





ed for two cases the Second and Ninth Cir- recommendation for criminal prosecu- will be regarded by many with slightly 
alte cuits held that additions to tax by rea- tion is pending) the file will be turned raised eyebrows in the months ahead. * 
son of a failure to file a timely return over to Appellate as soon as the case is 
are subject to the same procedural re- at issue in the Tax Court. Then, “Ap- Aytomatie Data Processing 
quirements as a deficiency (Strawberry pellate will arrange a conference for . . 
ded Hill Press, CA-2, 272 F.2d 306, and 8 purposes promptly after re- program cares = 1961 
Hackleman, CA-9, 264 F.2d 9). ceipt of the file. Except in unusual cir. THE First Automatic Data Processing 
ren b Che Fifth Circuit reached the same cumstances, Counsel will be represented center for the IRS is scheduled to begin 
pra conclusion as to assessments for failure at such conference and will actively par- operations in October 1961 at Martins- 
bar fs to pay the estimated tax (Muse, 270 F.2d__ ticipate in it.” The remainder of the burg, West Virginia. The electronic 
Act 528). The IRS was thus faced with a procedure is as at present: In the event equipment is scheduled tor delivery by 
:ppeal problem: Because of the severe restric- of disagreement between Appellate and IBM then, and the IRS is already train- 
quired tions of 6612(c) concerning the issuance Counsel, the question goes to the Chief ing the staff that will supervise its opera- 
Pub of additional 90-day letters, it had Counsel’s office for decision; Counsel is tions. This will be the first actual opera- 
659(b to be fairly certain that no additional responsible for settlement after receipt tion of the IRS plan to set up a master 
royal taxes were due on the return itself be- of the trial calendar on which the case_ file of accounts for all taxpayers and 
ing o fore it issued a 90-day letter for late appears. for all types and classes of tax. 
6651) filing. According to the Senate Com- There are fundamentally two new All taxpayers will have to have num- 
nce of | mittee, “Such a procedure would force points in the new procedure. The re- bers. Recently the IRS revealed that it 
such | the Service to audit many thousands of _ lease, in very clear language, calls upon proposes to begin the numbering process 
a de- | returns which otherwise might not be the Government to initiate negotiations shortly; it will require that the numbers 
enalt audited. If the Service were forced to in the cases covered. In practice the Ap- be used on information reports. Com- 
a ee follow the 90-day letter procedure . pellate Division has in the past fre- missioner Latham told the National So- 
te and | the number of 90-day letters issued quently initiated such negotiations. The ciety of Public Accountants recently that 
90-day | €ach year would be increased to about 1 active participation of Counsel in the using Social Security numbers for this 
i million; whereas the Service now issues negotiations is the other departure. The purpose would greatly improve the cur- 
led only about 78,000 90-day letters each earlier practice, established by Comm. rent information return program and 
“ists year for all causes.” Del. Order No. 60, May 17, 1958, 586 might make it possible for the Treasury 
letter The Committee felt that enforcement CCH para 6456, stated that settlement to trace so much now-unreported divi- 
es the of the late-filing and underestimation negotiations “. . . shall be conducted by dends and interest that Congress might 
ter in | provisions of the Code would be in Regional Appellate Division, with Re- be willing to defer indefinitely pro- 
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posals for requiring withholding on 
them. w 


IRS auditing more returns 


THE IRS EXAMINED 140,000 more returns 
in its year ended June 30, 1960, than it 
did in the 1959 The 


made audit were $136 


year. additional 


assessments 


on 





Refund claim suit must be brought by 
While the still 
open, the executrix assigned the estate’s 


executrix. estate was 
claim for a refund of income taxes to a 
residuary legatee. The court holds that 
an assignment to a legatee before the 
estate is closed is a voluntary assign- 
of the 
prohibiting the assignment of 


ment in contravention Statute 
claims 
against the Government. The legatee 
thus has no standing to sue. Kinney- 
Foundation, Inc., DC 


Lindstrom Iowa, 


8/16/60. 


Property was properly seized for un- 
paid Federal tax liabilities of taxpayer. 
The taxpayer was a corporation engaged 
in the manufacture of dresses. It re- 
ceived a contract to supply Air Force 
nurses’ uniforms, but in order to procure 
the necessary materials it had to secure 
someone to guarantee the indebtedness 
to the supplier. As an accommodation, 
another corporation informed the tax- 
payer of its willingness to purchase the 
material and to make the material avail- 
able to the taxpayer for the purpose of 
the Government.contract. The Internal 
Revenue Service seized the material and 
work in progress at the premises of the 
taxpayer, and the accommodating party 
brought suit. This court holds that the 
true intent of the parties was that the 
accommodating party would pledge its 
credit rating to guarantee payment for 
the material and that title would vest in 
the taxpayers. Seizure by the Internal 
Revenue Service was, therefore, proper. 
Fine Fashions, Inc., DC N. J., 7/8/60. 


Government's motion to enforce sum- 
monses to produce corporate records 
denied. 
upon an officer of a corporation to pro- 


Two summonses were served 
duce specified books and records. He 
appeared but failed to produce many of 
the records specified. Court proceedings 
were then instituted against him, di- 
recting him to appear and show cause 
why he should not be directed to comply 


r ocedural decisions this month — 
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more than such additions in 
1959. Collection activities have also been 
stepped up; the total of taxpayers’ de- 
linquent accounts at June 30, 1960, was 
lower than it has been since 1952. The 
accounts number 942,000, with a total 
dollar value of almost a billion dollars. 
The dollar amount is the lowest it has 
been at any year-end since 1953. w 


million 


in full with the summonses. At the 
hearing, he testified that he had made 
some efforts to locate the missing records, 
that some of the records could have been 
destroyed, that all the records he could 
find were produced, and that he was of 
the opinion that the records not pro- 
duced were no longer in existence. The 
agents of the Internal Revenue Service 
had examined the missing records some 
ten months before, and the Government 
sought to rely upon the inference of 
present by proof of past 
possession. The court notes that the 
circumstances are unusual and the ex- 
“incredible.” However, based 
solely on the time interval between the 
dates the missing records were last seen 
and the date the summonses were issued, 


possession 


planations 


the court finds there is no presumption 
of continued possession. Thus it denies 
an order requiring the corporate ofh- 
cers to produce the missing books and 
records. Lowder, DC N. C., 8/9/60. 


President’s fraud attributed to corpora- 
tion; statute of limitations does not 
apply. For several years the president 
of taxpayer-corporation supplied false 
information to the accountant who pre- 
pared the corporate tax returns. Con- 
sequently, there were omissions of sales 
and rental income, and deductions were 
claimed for fictitious purchases. The 
president signed the returns, and other 
officers were also aware of their falsity. 
Since the signing of the returns was 
within the scope of the president’s duty 
and authority, his fraud is imputed to 
the corporation, and taxpayer is deemed 
to have filed fraudulent returns. Accord- 
ingly, assessment may be made at any 


time. Federbush, 34 TC No. 77. 


Foreclosure sale subject to all local 
taxes is erroneous when circular prior- 
ities are involved. The lower court 
entered a judgment cf foreclosure, di- 
recting that the mortgaged premises be 
sold “subject to all local real estate 


taxes, assessments and water rates, which 
are or may become liens on the premises 
at the time of the sale.” The Federal tax 
lien was inferior to the prior recorded 
mortgage lien.. The lien of local taxes, 
however, was, in turn, superior to the 
mortgage The Government con- 
tended that the lien for local taxes was 
inferior to its tax lien because the tax 
lien was filed prior to the accrual of the 
local taxes. This court holds that it was 
direct that the mortgaged 
premises be sold subject to all local real 
estate taxes, assessments and water rates. 
To direct that the property be sold sub- 
ject to the lien of local taxes in this 
situation is, in effect, to give the lien of 
the local taxes a super-priority, in dis- 
regard of the fact that the lien of the 
local taxes is claimed to be inferior to 
the Federal tax lien. The holder of the 
mortgage lien requested that the prob- 
lem of the circular priorities be resolved 
in this decision, but the court refused 
to do so because there was no way of 
determining the sale 
whether the question of circular priori- 


lien. 


error to 


in advance of 


ties would ever arise. If the net proceeds 
of sale were pay the 
amount owing to the holder of the 
mortgage or any other liens superior to 
the Federal tax lien, no question would 


not sufficient to 


arise as to the effect to be given to the 
superiority of the Federal lien over the 
lien of local taxes. Similarly, if the net 
proceeds of sale should be sufficient to 
pay all liens, including both the Federal 
tax lien and the local taxes in full, no 
question of priorities would arise. 
Buffalo Savings Bank, N. Y. Sup. Ct., 
App. Div., 7/1/60. 


Assessment barred by limitations; there 
was no proof of fraud. In 1958, de- 
ficiencies and a civil fraud penalty were 
assessed against the taxpayer for the year 
1944. The deficiency assessment would 
have been barred within three years 
after the return was filed, unless the re- 
turn was false and fraudulent. The tax- 
payer paid the assessment and interest 
and now claims refund. This court holds 
that there was no clear and convincing 
evidence to establish that the deficiency 
was the result of fraud or involved a 
willful attempt to evade taxes. Thus, the 
assessment was void. The acknowledg- 
ment of a deficiency will not, standing 
sustain the Government’s bur- 
den of proving the requisite fraud, nor 
will taxpayer’s failure to contest the 
adjustments lessen the Government's 
burden. Conger, DC Neb., 8/11/60. 


alone, 
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CORPORATE & PERSONAL PROBLEMS IN 


‘Taxation of compensation 


EDITED BY JOHN Ea tison: LL.B. : 


Regs. on options outside 
421 apply to employees only 


\ RESTRICTED STOCK OPTION under Sec 
tion 421 is not always exactly the kind 
of incentive a company wants to offer. 
[he price must be 85%, of market, the 
market price may be impossible to set 
with assurance, etc., etc. Thus the non- 
statutory option is sometimes desirable, 
and when the Treasury issued Regula- 
tions (1.421-6) on options to which Code 
Section 421 does not apply, they were 
hailed as providing definite rules on 
their taxation and so making them use- 
ful planning devices. (See the article by 
Alan R. Bromberg, “Opportunities Open 
Up for Tax Planning under New Regu- 
lations on Non-Statutory Tax Options, 
May 1960, 12 JTAX 297.) 

One particular point on which the 
Regulations as first issued were not clear 
was whether they were applicable to 
persons other than employees who were 
given stock options. As Robert J. Mc- 
Donald pointed out in an article in 
these columns in June 1960 (12 JTAX 
331), attorneys, underwriters, investment 
real estate brokers, finders, and 
others—none of whom is in any tradi- 


and 


tional sense an employee—sometimes re- 
ceive compensation in the form of op- 
tions to buy stock. Mr. McDonald was 
of the opinion that the new Regulation 
would not apply to people of this kind. 
However, the definition of employee in 
the original Regulations was extremely 
broad, and he feared the Treasury might 
attempt to apply the rules in that Regu- 
The 
Regulations then said, ““The term ‘em- 


lation to those not employees. 


ployee’ includes any person who per- 
forms services for compensation, the 
term ‘employment’ includes the perfor- 
mance of such services, and the term 
employer’ includes the person for whom 
such services are performed.” 

To remove the doubts raised by this 
language, the Treasury now 
amends this section of the Regulations 
(TD 6481). Regulation 1.421-6(b)(2) now 
provides, “As used in this section, the 
‘employee,’ ‘employment,’ and 
‘employer’ have reference to the legal 
and bona fide relationship of employer 


broad 


terms 








and employee. For rules applicable to 
the determination of whether the em- 
ployer-employee relationship exists, see 
Section 3401(c) [withholding of income 
tax—Ed.| and 
under.” The Regulation as amended is 


the Regulations there- 


applicable to years beginning after De- 
31, 1953, after 
August 16, 1954. 

The Treasury says it is giving further 


cember and ending 


consideration to the application of Sec- 
tion 421 to situations not involving the 


employer-employee relationship. 


SEC division report scores 
stock option plans 

THOUGHTFUL TAXMEN have been aware 
for some time of criticism of stock op- 
tion plans and suggestions that their tax 
advantages be restudied. A recent report 
by a division of the Securities and Ex- 
change Commission is a strong presenta- 
tion of the case against such options, 
particularly in the utility industry. The 
report, filed by the Division of Cor- 
porate Regulation of the SEC in the 
Matter of Middle South Utilities, is of 
course a partisan document. It repre- 
sents merely the opinion of that divi- 
sion. The SEC, itself, has not yet acted 
on the request of the utility to adopt 
a stock option plan. 

The proposed plan would give se- 
lected buy 
60,000 shares of stock over a seven-year 
period at 95% of market price on the 
day the option is granted. To the com- 


executives an option to 


pany’s argument that the plan is neces- 
sary to attract capable personnel, the 
division replied with statistical studies 
of utilities that do not have such plans. 

The report also pointed out that 
stockholders might suffer substantial 
loss during the seven-year period dur- 
ing which sales are made to executives 
if the option price is less than market 
price. This could dilute the stockholders 
equity substantially. As to consumers, 
the division report said that manage- 
ment owning options might resist rate 
reduction to protect the earnings and 
market value of their stock. 

The division saw little merit in the 
argument that the company can give 
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added compensation to key people at 
lower cost through stock options than 
through salary increases. The division 
regards the discount below market price 
as a Cost to the company (nondeductible) 
and cites computations at various possi- 
ble discounts and employee tax brackets 
to show that only in very high indi- 
vidual brackets is the over-all cost of 
an after-tax salary increase cheaper by 
means of an option than by using cash. 

Practitioners interested in studying a 
very able brief against the stock option 
might find this report well worth read- 
ing. Copies can be obtained from the 
SEC. vv 





Payments to widows of Government em- 
ployees under Public Law 85-465 are 
fully taxable. Under Public Law 85-465, 
unremarried widows of Government em- 
ployees who died prior to February 29, 
1948, are entitled to annuities payable 
from the Civil Service Retirement Fund. 
These annuities are held not to consti- 
tute annuities within the meaning of 
Section 72(a) of the 1954 Code because 
they, by the terms of P.L. 85-465, ex- 
pire in any year in which Congress does 
not appropriate funds to reimburse the 
Civil Service Retirement Fund for pay- 
ing such amounts. Hence, these amounts 
are not determinable at the annuity 
Starting date and are, therefore, not 
taxable as annuities. These amounts are 
not excludable from gross income under 
the provisions of Section 101 of the 
Code as amounts paid by an employer 
by reason of the death of an employee 
because that section only applies to em- 
ployees dying after August 16, 1954; 
therefore, the provisions of Section 22- 
(b)(1) of the 1939 Code apply to these 
payments. These amounts are not ex- 
cludable under the provisions of the 
1939 Code, which requires either a writ- 
ten contract between the employer and 
the employee or an established plan by 
the employer that had been communica- 
ted to the employee before his death. 
Since none of the various exclusionary 
provisions apply to the annuities here 
considered, they are fully taxable to the 
Rul. 60-235. 


recipients. Rev. 





*kindicates a case or ruling of un- 
usual importance. 


*indicates a case or ruling having 
some novelty or unusual interest. 
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Tax planning is vital when rights to 


income are distributed in liquidation 


by JOHN P. MILLER 


The possibility of avoiding the double tax on corporate income by liquidating 


before the income is taxable to the corporation is an attractive one. But the lax 


man faces difficult problems because the choice among various alternatives de- 


pends so much on his ability to value rights to income, to estimate when they 


will be collected, and to guess at the tax rates then. Mr. Miller illustrates such 


calculations and analyzes the relatively few cases dealing with this question and 


provides a guide to the legal hazards that may lie in the plan estimated to be most 


desirable in terms of dollars of tax saved. 


. A LIQUIDATION a corporation can 
distribute the right to future income 
and thereby avoid the tax that other- 
wise would apply to the corporation. 
The right to income might be from the 
sale of property, from renewal commis- 
sions on insurance policies, from oil 
royalties, or from payments under a 
construction contract. The right might 
be a claim against a tort feasor or under 
a licensing agreement. It can take many 
forms. Whatever the nature of the claim 
or the contract, the stockholders count 
its fair market value as received in ex- 
change for their stock, and the excess 
of the value of all the property re- 
ceived, including the claim or con- 
tract, over their basis for the stock is 
capital gain.1 

market value at time of 
then becomes the stock- 
holder’s basis for the contract and any 
amount received in excess of this basis 
is ordinary income.” It is true that the 
contract or claim would ordinarily be a 
capital asset in the hands of the stock- 
holders. However, capital gains are only 
those gains that result from the sale 
or exchange of a capital asset. If the 
person obligated on the contract or 
claim makes payments according to its 
terms, the contract is not sold or ex- 
changed but merely extinguished or 
discharged by performance. According- 
ly, all sums received (in excess of basis) 
pursuant to the performance of a con- 


This fair 
liquidation 


tract or in payment of a claim or debt 
are ordinary income to the stockholders, 
even if the contract, claim, or debt is a 
capital asset in their hands, assuming 
that the contract or claim had an ascer- 
tainable market value when distributed 
in liquidation. 


No market value 


What is the treatment of a claim or 
contract that has no fair market value 
at the time of distribution? The Ninth 
Circuit was faced with this problem in 
Westover v. Smith. There it stated: 

“Although there was no ascertainable 
fair market value at the time of liquida- 
tion, we find nothing in the statute re- 
quiring the market value to be measured 
immediately. In such a situation the 
only practicable and accurate method of 
measuring the contract’s value _ is 
through the application of money to 
such valuation as it received. The al- 
ternatives are to ascribe a fictitious or 
speculative value to the property (which 
was condemned in the Logan case), or 
to allow it no value, as urged by the ap- 
pellants. We think the proper procedure 
is to measure the value of the contract 
as payments are received. 

Here the taxpayer received as a dis- 
tribution in complete liquidation both 
cash and the right to part of the profits 
of the corporation that bought all the 
assets of the liquidating corporation. 
Since the value of the contract depended 


on the future earnings of the purchasing 
corporation, it had no fair market value, 
and this point was not contested by the | 
Government. 

The advantages of distributing a claim 
for future payment that has no fair 


market value are obvious: The corpora- 


tion pays no tax* and the stockholders 
are taxed at capital gain rates and only 
when they receive the payments. 

Since the transaction is held open to 
determine the amount received in the 
liquidation, it is often referred to as an 
open liquidation; similarly, if all the 
property distributed in liquidation has 
a fair market value, the liquidation is 
called closed. 

However, although an open liquida- 
tion is most attractive to the stockholder 
—all his gain is capital under the rule 
of the Smith case—the Treasury will or- 
dinarily contend that valuation is possi- 
ble. Consequently, the announcement 
made in Rev. Rul. 58-402, 1958-2 CB 15, 
that contracts and claims to receive in- 
definite amounts must be valued for 
Federal income tax purposes except in 
rare and extraordinary cases is a warn- 
ing that despite careful planning a claim 
to an open liquidation may still result 
in a fight. In formulating a plan to util- 
ize an open liquidation, the most im- 
portant consideration is the attitude of 
the Internal Revenue Service. 

Suppose the tax man feels that he can 
overcome the contention of the IRS that 
a particular claim, if distributed in 
liquidation, has a fair market value. Be- 
fore he decides to proceed on the as- 
sumption that the liquidation is open, 
he should consider the _ stockholder’s 
position should the IRS be upheld and 
a value determined. The chances are 
that, if there is a possibility that there 
is any fair market value at all, the court 
would find a low value. This value 
would determine the stockholder’s capi- 
tal gain or loss on liquidation and, of 
course, be his basis for the claims. 


Should collection turn out unexpectedly 
1 This discussion does not deal with collapsible 
corporations. Section 341 of the Code attempts to 
prevent the distribution of assets by a corporation 
prior to its realization of income on such assets. 
This section taxes as ordinary income gain from 
the liquidation of a corporation that distributes 
property “before the realization by the corpora- 
tion . . . of a substantial part of the taxable in- 
come to be derived from such property.” Since this 
section of the Code does not deal with the problem 
after the corporation has realized substantial in- 
come, we shall avoid this knotty problem in our 
discussion by blithely assuming that all the corpo- 
rations considered have been in existence for a 
period of time and are not subject to the collap- 
sible corporation provisions of the Code. 
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high, the stockholder would have ordi- 
nary income in the amount by which 
collections exceed his basis. 

Che stockholder then would be sorry 
the liquidation had not been planned as 
closed so he could set a substantial value 
on the claim with consequent large 
capital gain on the liquidation but low- 
er ordinary income on collections. 


Taxes on the corporation 


Che tax position of the stockholder is 
only one part of the problem. Before 
analysis can proceed very far, attention 
must be paid to the corporation. In the 
first place, the gain on the contract, if 
collected by the corporation, might not 
be ordinary income. Let us assume that 
a corporation sells a capital asset (1231 
asset) and receives a promise of future 
payment (which does not result in im- 
mediate income to the corporation un- 
der its method of accounting). If the 
corporation receives the payments, it 
has capital gain, since the payments are 
from the sale or exchange of its capital 
assets. If such a claim is distributed in 
liquidation, a capital gain tax is saved, 
not an ordinary income tax. 

If the liquidation is closed, the stock- 
holder will have ordinary income if his 
As a re- 
sult, the liquidation might convert what 
otherwise would be capital gain to the 
corporation into ordinary income to the 
stockholder. 

Suppose that the claim to be dis- 
tributed is one whose collection would 
not be income to the corporation. This 
could 


collections exceed his basis. 


is for 
damages to property of the corporation 
not exceeding the property’s basis, or 


be the case if the claim 


proceeds from the sale of assets in a 
|2-month liquidation under Section 337. 

If the liquidation is open, the tax re- 
sults are the same whether the corpora- 
tion distributes the claim or retains it, 
receives the proceeds, and distributes 
them. Either way the stockholders ordi- 
narily receive the entire proceeds and 


® Rev. Rul. 58-402. 1958-2 CB 15. 

173 F.2d 90 (CA-9, 1949). 
‘The only exception to this general statement 
would be where the taxpayer used the completed 
contract or some similar method of accounting, so 
that the Commissioner could successfully contend 
that the method of accounting as applied to the 
claim or contract distributed did not fairly reflect 
income earned in the period. Whether or not in- 
come was actually earned in the period should be 
determined under the accrual method of account- 
ing. See Judd Plumbing and Heating, 153 F.2d, 
681 (CA-5, 1946). 

Nubla, 1 BTA 487 (1925). Also see Section 165, 
IRC 1954, Radcay, 12 TC 806 (1949), and John F. 
Blanchard, 17 BTA 1271 (1929). 


they are taxed only once and as capital 
gain. 

However, if the contract or claim had 
an ascertainable fair market value at the 
time liquidation, the liquidation 
would be closed, and the value of the 
claim would be capital gain when re- 
ceived. If the amount ultimately re- 
ceived exceeds this value, the excess is 
ordinary income to the stockholder. 
Here a liquidation might create ordinary 
income. If the amount ultimately re- 
ceived is less than value at liquidation, 
the stockholders will have paid a capital 
gain tax on funds that they never re- 
ceive. Moreover, there would be no tax 
deduction for the excess of the 
over collection.5 


of 


basis 


An example 


An example will aid in demonstrating 
the problems involved. Let us assume 
that the corporation considering liquida- 
tion has a claim now worth $10,000. Let 
us make the further assumption that, 
when contingencies are resolved, $80,000 
is eventually going to be received by 
the holder of this claim. Let us assume 
that stockholder is taxed on 
increments to income at 66%. For ease 
in computing the effects, it will also be 
assumed that the stockholder’s basis for 
his stock in the liquidating corporation 
is less than the value of the other assets 
he would receive in liquidation and that 
the corporation has income of less than 
$25,000 and pays, therefore, only 30% 
tax. 


the sole 


If the claim is left in the corporation, 
the corporation would pay $9,000 tax 
($30,000 received times the 30% cor- 
porate rate), and the individual would 
pay a capital gain tax of $5,250 (25% 
of $21,000, the amount left after cor- 
porate taxes). Thus of the total $30,000 
the tax bite would be $14,250, and the 
stockholder would have $15,750 after 
taxes. 

But if the claim were distributed in 
liquidation, the taxpayer would pay a 
capital gain tax of $2,500 on distribution 
of the claim (25% of the value of 
$10,000); on collection of the addition- 
al $20,000 the stockholder would have 
income tax of $13,200 
(66%). Here the total tax would be 
$15,700, and the stockholder would have 
left after taxes only $14,300. This way 
he receives $1,450 less than he would 
have received had the corporation re- 
tained the right to income. 

Generally, where contingencies are in- 
volved, the inclination is to value the 


an ordinary 
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[John P. Miller is associated with the 
Milwaukee law firm of Whyte, Hirsch- 
boeck, Minahan, Harding & Harland.] 





claim at distribution on the low side. 
Should collection exceed that value, the 
excess will be ordinary income! 

Too high a value is also undesirable. 
Suppose, in the above example, only 
$3,000 was ever collected on the claim 
valued at $10,000 on distribution. If 
the taxpayer would have to pay 
capital gain tax on the $10,000 value 
($2,500). When the amount eventually 
received is less than the value at distri- 
bution, in the ordinary case, the stock- 
holder would receive no deduction or 
other tax adjustment for its decline in 
value! He would be in a position of 
paying $2,500 in tax on an asset that 
realized only $3,000. If this claim were 
left in the corporation, the total tax 
would be only $1,425 ($900 ordinary tax 
to the corporation ($3,000 times 30%) 
and $525 capital gain tax to the stock- 
holders on receipt of $2,100 from the 
corporation). 


so, 


If the corporation is taxed at the 
52% income tax rate, the problems and 
principles remain the same, but the ad- 
vantages of distributing the claim and 
saving the corporation tax are much 
greater than they are if the corporation 
is in the 30% bracket. 


Guides to action 


We are compelled to conclude that 
this is a most difficult area of tax plan- 
ning, since, even if the applicable rates 
are the is the 
amount that will eventually be received. 
However, the tax man can furnish these 
guide lines to his puzzled client: An 
open liquidation is always desirable, 
but the IRS warns that only rarely will 
it consider a liquidation open—that is, 


known, decisive factor 


that the claim or contract has no ascer- 
tainable fair market value. If this can- 
not be safely determined, the conserva- 
tive tax planner should then examine 
the plan from the viewpoint of a closed 
transaction. 

If the stockholders’ tax rates are not 
now high and are not likely to be high 
and if the income will be received over 
a long period of time, then the distri- 
bution of the in a 
closed liquidation is generally advisable. 
If the stockholder is in a high bracket, 
if his future income may be high, or if 
collection on the claim will probably be 
bunched into only a few taxable years, 
then it is generally advisable to have 


claim or contract 
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the corporation collect on the claim or 
contract and distribute the proceeds af- 
ter taxes. 

Be very cautious about distributing 
a claim of uncertain value in a closed 
liquidation. If the corporation keeps the 
claim and pays ordinary income tax on 
it, the net will be capital gain to the 
stockholders upon liquidation. But if 
it is distributed to the stockholders and 
too low a value set on it, they will have 
ordinary income to the extent of the 
amount eventually received over the 
fair market value at distribution. 

If the value can be accurately deter- 
mined in a closed liquidation, an over- 
all tax break will be achieved, since capi- 
tal gain to the individual is always less 
than the ordinary income tax to the cor- 
poration (unless the corporation has a 
loss or a loss carry forward that other- 
wise couldn’t be used). 

All the facts or circumstances of each 
the 
greatest difficulty encountered is the hu- 
man inability to foretell the future.. 

The 
complicated if there is present a state 


individual case must be examined; 


problem becomes even more 
income tax that does not allow special 
treatment for capital gain. In consider- 
ing a closed liquidation, such a tax 
would make the advantages of having 
the corporation collect on the contract 
or claim even greater. 


Consistency 


Before formulating any plan of liqui- 
dation of a corporation that has a claim 
or a contract with dubious market value, 
it is imperative that the tax planner 
examine all the tax and business con- 
sequences and give consideration to the 
problems that could develop under the 
state corporation laws. Once a course 
of action is decided upon, it must be 
followed through consistently. 

Some of the problems that can de- 
velop from inconsistent action were 
demonstrated in Marsack (TCM 1960- 
75, 4/14/60). Apparently in this case the 
distribution made either 
realization that certain licensing agree- 
ments may not have had a fair market 
value or without a detailed analysis of 
the tax advantage such an asset could 
produce in a well planned liquidation. 
In any event the sole stockholder valued 
the licensing agreements and showed 
them as part of his capital gain on the 
liquidation. The royalties received were 
reported as ordinary 4ncome, and a de- 


was without 


® Carter, 170 F.2d 911 (CA-2, 1948). 
™ Warner, 171 F.Supp. 848 (Gt. Cls:, 1950). 
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duction was claimed for amortizing the 
patents over their remaining useful 
lives, based on the value reported for 
capital gain purposes. Thereafter, the 
taxpayer took the position that the 
liquidation was open and that the royal- 
ties received were capital gain from the 
liquidation. The Tax Court made the 
naive assumption that the taxpayer 
must have known the value of the agree- 
ments, since he reported a value on his 
return; for once the taxpayer’s word 
was good enough for the Tax Court. It 
is interesting to note that the Tax 
Court’s assumption was made when ap- 
parently there was no other evidence 
of value and when the court itself ad- 
mitted that ordinarily such agreement 
has no fair market value. In any event 
the court held that the liquidation was 
closed and that the value of the agree- 
ment that which the 
originally reported. 


was taxpayer 


Property v. income 


The Tax Court’s decision against the 
taxpayer in the Marsack case can, how- 
ever, be supported by an entirely dif- 
ferent line of reasoning. It was indi- 
cated Carter® and held in Warner? 
that the open liquidation rule does not 
apply where the taxpayer received prop- 
erty as such spearate and distinct from 
the right to income. In Warner the tax- 
payer received the right to overriding 
royalties from certain oil and gas wells, 


in 


but under Texas law the rights were 
property interest in the land. The court 
held that the income from such a prop- 
erty interest is always ordinary income, 
like the rent received from property 
such as an apartment house that is dis- 
tributed in a liquidation. If the value 
of the property itself cannot be deter- 
mined (presumably because the entire 
value is based on the right to an un- 
known amount of income), the trans- 
action will be held open to determine 
the amount of gain or loss on the even- 
tual sale or exchange of the assets. Thus, 
the taxpayer receives ordinary income 
before he recovers his basis. In a case 
like the property rights to royalties, the 
property itself could become worthless 
or be extinguished without a sale or ex- 
change of the asset and hence without 
determining the market value or taxing 
its receipt. In the case of royalties, the 
taxpayer would be allowed his depletion 
deduction, but it would be a strange 
case where this deduction and the total 
absence of a capital gain tax would give 


more favorable tax treatment than an 


open liquidation of the right to income 
from the property, since the total would 
be taxed as ordinary income. (Query: If 
the property without fair market value 
is subject to the depreciation rather than 
depletion, on what basis is the depre- 
ciation figured?) 

It would be an unusual situation 
where there would be tangible property 
connected to a claim with an indefinite 
value. But the Warner case demonstrates 
that, if such a situation does arise, an 
attempt at an open liquidation where 
property itself in addition to the right 
to income is distributed will probably 
be attacked by the IRS and may well be 
unsuccessful. 

In any attempt to minimize taxes 
where a corporation has a contract or a 
claim to distribute, one of the most im- 
portant elements is timing. If an asset 
has no ascertainable fair market value, 
then it must be distributed in that state, 
that is, before events occur which deter- 
mine the right to and amount of the in- 
come, since the market value of a chose 
approaches the amount eventually re- 
ceived as these factors become ascertain- 
able with increased accuracy. On the 
other hand, if the asset could be found 
to have a fair market value, it is impor- 
tant to postpone the distribution until 
the value can be accurately determined 
but ordinarily not until the corporation 
actually receives the income. 


Non-tax considerations 


This article has discussed the distri- 
bution of contracts and claims in liqui- 
dations solely from the standpoint of 
direct tax effects. Most of the analysis 
has been based on the tacit assumption 
that a choice of the method was avail- 
able and that the only consideration was 
this one tax problem. Needless to say, 
this will not be the situation in any ac- 
tual liquidation. The all-encompassing 
and factual tax law cannot be segregated 
into small distinct categories; tax law it- 
self cannot be divorced from the multi- 
tude of non-tax considerations. 

If a liquidation is advisable under Sec- 
tion 337, it is likely that the tax effects 
would be the same if the corporation 
collected the income itself or distributed 
the right to it to the stockholders. In any 
event, it may be that the advantages of 
Section 337 liquidation outweigh the ad- 
vantages of keeping the corporation in 
existence to collect the income and dis- 
tribute it to the stockholders. 

In many situations there will be other 
compelling tax reasons to keep the cor- 
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poration in existence. The stockholders 
may have such a low basis for their stock 
that the capital gain tax resulting from 
a distribution of the other assets makes 
a liquidation inadvisable, even if distri- 
bution of a contract or claim would be 
an open transaction. It could be better 
to leave the corporation in existence 
and have the stock acquire a stepped-up 
basis in the stockholder’s estate. 

The business considerations that 
would deter the distribution of a con- 
tract or a Claim are legion. If the stock 
of a corporation is widely held, the 
obligor on the contract may not approve 
of his being obligated to many people; 
alternatively many of the stockholders 


IRS finds support in 


may not approve of the contract being 
given only to the other stockholders. 

If the corporation has not fully per- 
formed its part of the contract, it may 
be impractical to distribute this obliga- 
tion to the stockholders: They may be 
unable to perform the contract or not 
wish to be saddled with the obligation. 

In an area as complicated as this it is 
ulikely that this article has solved many 
problems. It will have accomplished its 
purpose if it points out the many possi- 
bilities and problems involved in the 
distribution of a chose in action. The 
careful tax planner should consider all 
the various possibilities before deciding 
upon any course of action. vr 


courts for 


attacks on multiple corporations 


ew APPARENT SIMPLICITY of achieving 
multiple surtax credits and multiple 
accumulated earning credits by operat- 
ing a business through many corporations 
rather than through one has made deter- 
mination of which is the “legitimate 
business form” and which the “loophole 
operation” difficult for Congress, the 
courts, and of course, the tax advisor. 
Though there are several Code pro- 
visions aimed at barring purely tax- 
motivated multiplicity, the IRS had lit- 
tle success with them in the courts and 
turned to less specific arguments based 
on sham, association, related companies, 
and the like. With these the Commis- 
sioner has been more successful. Aldon 
Homes, James Realty, Advance Machin- 
ery—each of these recent cases marks a 
victory of the Commissioner. 

Recently the Minnesota Law Review 
re-examined the statutes, the theories 
and the cases and compiled (Vol. 44, 
pages 485-512) a notably clear outline 
of the law as it is today, organized in 
terms of the arguments urged in cur- 
rent cases. This seemed to us so useful 
to practitioners confronted with these 
problems that we obtained permission 
to reprint most of the study for you 
here, though without many of the cita- 
tions in the original. 

The note begins with a listing of the 
arguments the Commissioner urges in 
his attacks on multiple corporations: 


1 282 U.S. 19, 24 (19380). 
2 Id. at 24. 

8293 U.S. 465 (1935). 

* 308 U.S. 473 (1940). 
5319 U.S. 436 (1948). 


1. The sham theory. Under this com- 
mon law theory the Commissioner seeks 
to prove that in substance the corpora- 
tion is a sham; he then argues that it 
should be disregarded as a taxable entity 
even though its form is recognized by 
local law. 

2. Section 482. This section gives the 
Commissioner discretion to allocate in- 
come, deductions, credits or allowances 
among commonly controlled organiza- 
tions if he determines it is necessary to 
prevent tax evasion, or to reflect clearly 
the income of each of the related busi- 
nesses. 

3. Section 61. The 
position is that even if the corporation 
is a taxable entity, the challenged in- 
come was not in reality earned by the 
taxpayer, but rather by a related entity. 
This is in effect an allocation of income 
among related taxpayers. 

4. Section 269(a)1). By this section 
the Commissioner is empowered to deny 
deductions, credits or ob- 
tained as a result of the acquisition of 
control of a corporation, if the acquir- 
ing person or corporation is in control 
after the acquisition and the principal 


Commissioner’s 


allowances 


purpose for the acquisition was tax eva- 
sion by securing the benefit of the de- 
ductions, credits or allowances. 

5. Section 269(a)2). This section al- 
lows denial of deductions, credits or al- 
lowances emanating from assets acquired 
from another corporation, con- 
trolled by the acquiring corporation, if 
the basis of the assets “in the hands of 
the acquiring corporation is determined 
by reference to the basis in the hands 


not 
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of the transferor corporation,” and the 
principal purpose for acquiring the as- 
sets was tax evasion. 

1551. If a corporation 
transfers assets, other than cash, to a 
newly-formed corporation, or to a cor- 
poration not actively engaged in busi- 
ness, the transferee corporation will be 
denied the accumulated earnings credit 
and the surtax exemption unless it can 
prove it is not controlled by the trans- 
feror or can prove by a clear pre- 
ponderance of the evidence that secur- 
ing the exemption or credit was not the 
major purpose of the transfer. 

7. Section 7701(a)3). By this defini- 
tional section “the term ‘corporation’ 
includes associations, joint stock com- 
panies and insurance companies.” Re- 
lying on judicial definition of what con- 
stitutes an association taxable as a cor- 
poration, the Commissioner argues that 
the relationships, agreements and con- 
tracts between the component corpora- 
tions warrant treatment of the group as 


6. Section 


a single corporation for tax purposes. 


The sham theory 


Running through the law of taxation 
are two propositions: a taxpayer has a 
right to minimize his potential tax bur- 
den by lawful means, and a person may 
select for the conduct of 
business consistent with local law. Any 
attempt to declare that an entity is a 
sham, disre- 
garded as a taxable entity, runs con- 


any form 


and therefore should be 
trary to these two traditional concepts. 
adopt a 
theory that would disregard the cor- 
entity. This is illustrated by 
Klein v. Board of Supervisors) where 
the Supreme Court said, “The corpora- 


Initially courts refused to 


pora te 


tion is a person and its ownership is a 
nonconductor that makes it impossible 
to attribute an interest in its property 
to its members.”? 

Five years later, however, in Gregory 
v. Helvering the Court took the first 
step in adopting the sham theory. There, 
a taxpayer who had manipulated securi- 
ties through two of his controlled cor- 
porations denied capital gains 
treatment in the exchanges on the 
theory that the law will pierce sham 
transactions and ascertain their real 
character. Then, in Higgins v. Smith, 
the Court held against a taxpayer who 
sold securities to his controlled corpora- 
tion and claimed a loss on the sale. 
Finally, in Moline Properties, Inc.,5 the 
Court constructed a test for the appli- 
cation of the sham theory, saying “so 


was 
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long as that purpose [for formation 
of the corporation] is the equivalent of 
business activities or is followed by the 
carrying on of business by the corpora- 
tion, the corporation remains a separate 
taxable entity.” Judge Learned Hand 
has said the “business purpose test” out- 
lined in Gregory, Higgins and Moline 
“has sometimes been understood to 
contradict the doctrine that the motive 
to avoid taxation is never, as such, rele- 
vant. In fact it does not trench upon 
that it merely declares that 


to be a separate jural person for pur- 


doctrine; 


poses of taxation, a corporation must 
engage in some industrial, commercial, 
or other activity besides avoiding tax- 
that the 
‘corporation’ will be interpreted to mean 


ation: in other words, term 
a corporation which does some ‘business’ 
in the ordinary meaning; and that escap- 
ing taxation is not ‘business’ in the 
ordinary meaning.” 

Thus, so long as a corporation is 
actually performing some business activ- 
ity, it probably will be regarded as a 
taxable entity. This makes the appli- 
cation of the sham theory difficult and 
infrequent, since usually it is possible 
for a taxpayer to show that some busi- 
ness was carried on by the corporation. 

However, in a case decided this past 
December, Aldon Homes, Inc.,* the Tax 
sham 16 real 


estate development corporations. The 


Court struck down as 
court recognized that each of the cor- 
held 


adopted by-laws, issued stock and pre- 


,0rations directors’ meetings, 
} i 


pared for the carrying on of business, 
but said that, in light of all the circum- 
activities ‘were 


stances these 


the 


present, 
activities 
which produced the income.” The court 


not substantive business 


also disposed of several business pur- 


pose arguments of the taxpayer by say- 
ing that they were “little more than 
mere recitals” by the witness for the 


taxpayers. Thus, the court seems to be 
looking to the actual functioning of the 
16 corporations, rather than the reasons 
for their And, 
business 


creation. the court, in 


requiring that the activitics 
carried on by the corporations in ques- 
tion must be substantial business activi- 
ties, has changed the criterion of the 
sham theory. The taxpayer must show 
more than one item of business activity 
to defeat an accusation of being a sham 
entity. 

If other decisions follow the reason- 
ing of Aldon Homes, the sham theory 
may be turned into an effective weapon 


against multiple incorporation. Even if 
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this does not occur, however, the sham 
theory still has vitality in the attack 
on multiple incorporations since its busi- 
ness purpose test, in varying degrees, has 
been incorporated into Sections 482, 269 
and 1551. 


Section 482 


Section 482 appears on its face to be 
the most powerful of the weapons avail- 
able to the Commissioner. It gives him 
discretion to allocate gross income, de- 
ductions, credits or allowances 
related entities, 


among 
and the relation be- 
tween the entities necessary to invoke 
this discretionary power is simply that 
the entities are “controlled directly or 
indirectly by the same interests rs 
Thus, actual, rather than legally en- 
forceable, control is the criterion. 

In spite of its literal scope, Section 
482 has been narrowly construed by the 
courts. First, the sham theory, with its 
business has been read 
into the section. If the taxpayer estab- 
lishes that its existence is not a sham, 
the 


purpose test, 


Commissioner cannot use Section 
482 to allocate the entire gross income 
of the taxpayer to the related entity, 
since to do so would be the equivalent 
of striking down the entity as being 
sham. Because of the relative ease with 
which the business purpose test may be 
met, the situations in which the Com- 
missioner can successfully allocate all 
the gross income of an entity are few. 
The courts have also been explicit in 
saying that met income may not be 
allocated among related entities because 
this would be using Section 482 to ef- 
fect a consolidation. Added to these are 
two other restrictions: the Commission 
cannot disallow deduction of one entity, 
he must allocate them to the entities so 
entitled; and there can be no creation 
of income in transactions between re- 
lated entities. 

The result of these judicial restric- 
tions is that Section 482 has been rele- 
gated to the role of a policeman of 
transactions and arrangements between 
related entities. Its sole function is to 
keep these transactions equivalent to 
dealings between unrelated parties. 
Therefore, Section 482 cannot be used 
to sweep through a multiple corporation 
group and remove the total benefit of 
the extra exemptions and credits. In- 
stead, it can only be used to minimize 
the benefit by confining earnings and in- 
come deductions to the entities that 
properly deserve them. 

This is not to say that Section 482 


may be disregarded as a weapon against 
multiple incorporation. The discretion- 
ary power of the Commissioner to deter- 
mine what allocations are necessary to 
keep things on an arm’s length basis 
means that, once such a determination is 
made, the taxpayer has the burden of 
proving that the Commissioner was 
arbitrary and unreasonable in his de- 
termination. This makes the section 
effective in its job of policeman and at 
least insures that the entities are con- 
ducted as truly distinct units by their 
controlling interests. Not only does this 
deter fictitious shifting of income, ex- 
penses or deductions but also it causes 
higher expenses in the maintenance of 
a multiple group, since separate ac- 
counting records, minute books, produc- 
tion records and payroll records must be 
kept. Thus Section 482 contributes 
significantly to the establishment of. a 
point of diminishing returns from the 
multiplication of corporations. 

At least one court has reasoned that 
Section 482 does, and should, allow the 
consolidation of commonly controlled 
entities if they are engaged in related 
trades or businesses. In Advance Mach. 
Exch., Inc.,8 the Second Circuit stated 
that the purpose of Section 482 is to 
prevent tax evasion by any arbitrary 
shifting of income, and “‘there is no ex- 
ception, nor any reason for expecting, 
from this purpose the case where such 
arbitrary allocation of income is among 
affiliated corporations who could, under 
Section 141,® consolidate their respective 
incomes.” The court the sham 
theory to buttress its reasoning, saying 
that only one entity really earned the 
income, and therefore it all should be 
allocated to the true income producer. 


used 


Although this reasoning would seem to 
be that of a Section 61 attack, rather 
than 482, the court explicitly says it is 
relying on Section 482 alone. The ob- 
scurity of the exact nature of the Ad- 
vance Machinery holding is illustrated 
by Chelsea Products, Inc.1° There the 
Third Circuit, in holding for the tax- 
payer, classified the Section 482 discus- 
sion in Advance Machinery as “essenti- 
ally dicta,” and also said that the Ad- 
vance Machinery interpretation was not 
in accord with either the language or 
the legislative purpose of Section 482. 
However, in Alpha Tank & Sheet 
® National Investors Corp. v. Hoel, 144 F.2d 466, 
468 (CA-2 1944). 
733 TC 339 (1959). 
8196 F.2d 1006 (CA-2), cert. denied, 344 U.S. 835 


(1952). 
® Section 141 has been carried into the 1954 Code 
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Metal Mfg. Co.,11 a later case, the Court 
of Claims disallowed the rentals paid by 
a manufacturing corporation to a cor- 
poration owning the plant facilities 
where both corporations were controlled 
by the same interests. The effect of the 
disallowance was allocation of the entire 
gross income of the real estate corpora- 
tion back to the manufacturing corpora- 
tion, and the elimination, for all prac- 
tical purposes, of the real estate corpora- 
tion. Although Section 482 is not ex- 
plicitly mentioned in the opinion, it 
would appear that the court used the 
combination of Section 482 and 
the sham theory as employed in Ad- 
vance Machinery. 

Che Advance 
Machinery and Alpha Tank seems to be 
that Section 482 should be interpreted 
in its broadest sense. In the opinion of 
482 can be 
used to disallow transactions among re- 


same 


theory expressed in 


these two courts, Section 
lated entities even if they are equiva- 
to arm’s length transactions be- 

unrelated and even 
though the net effect is to establish one 
taxable entity. This is the same as giv- 
ing the Commissioner discretion to de- 
termine if and when an entity is a 


ient 


tween parties, 


sham, which in turn would place on the 
taxpayer the burden of proving the 
Commissioner’s determination to be 
irbitrary and unreasonable. It is mani- 


fest that this burden would be more 
dificult than the meeting of an allega- 
tion of sham existence, as would be the 
procedure if the Commissioner used the 
common law sham theory. In addition, 
the Tank 


characterizes the business purpose test 


court of claims in Alpha 
as a subjective inquiry; it would look to 
the motives for the formulation of the 
separate entity, rather than the activities 
performed by the entity. Such a sub- 
jective make it 
that the Com- 
missioner’s determination was arbitrary 
and unreasonable. It would complete 
the transformation of Section 482 into a 


criterion would 


difficult to 


even 


more show 


broad, powerful weapon against multi- 
ple incorporation. 


Section 61 

with the sham 
theory and Section 482 is Section 61 and 
its definition of income. Here, the Com- 
missioner, instead of focusing his attack 


Closely intertwined 


in Sections 1501-05 (dealing with conditions under 
which related entities may file consolidated income 
tax returns). 

197 F.2d 620 (CA-3 1952). 

126 Ct. Cis. 878, 116 F. Supp. 721 (1953). 

242 F.2d 396 (CA-4, 1957). 


on splitting or shifting of income to the 
taxpayer from a related entity, concen- 
trates on whether the taxpayer actually 
performed the services that earned the 
income. It is perhaps questionable 
whether Section 61 should be turned 
to such a task. Nevertheless, the Com- 
missioner has had some recent success 
with Section 61, and this has put some 
new strength into his position. 

It may be that the increasing ac- 
ceptance of Section 61 is an indication 
of a general willingness by the courts to 
listen to anti-multiple-incorporation ar- 
guments. A court may feel it is bound 
by precedent under the sham theory 
and Section 482 but that it is not so 
bound in the use of Section 61. This 
section could provide an avenue of 
escape from prior judicial restrictions 
on Section 482 and the sham theory. 


Section 269 


Like 482, Section 269 has 
broad language but has been narrowly 
applied. Subsection (a)(1) was primarily 
designed to eliminate the acquisition 
of loss carry-over corporations, whereas 


Section 


Subsection (a)(2) was designed to stop 
the trading in high basis, low value as- 
sets that gave desirable excess profits 
credits and depreciation deductions to 
the acquiring corporation. The pivotal 
test of the the 
quisitions were principally motivated by 
tax evasion purposes. This could be con- 
sidered a codification of the sham theory, 


section is whether ac- 


but in its application it is one step 
further. The statutory language indicates 
that the business purpose test (for tax 
evasion) is to be subjective, and that 
more than a minimal amount of busi- 
must be before 
the principal purpose is no longer tax 


ness purpose present 
evasion. Although this test would seem 
to require a greater amount of business 
purpose than under the sham theory and 
Section 482, it has not been difficult to 
meet. The courts have usually refused 
to apply Section 269 whenever a small 
amount of business purpose is proved. 
In an effort to stem this liberal attitude 
and revive the effectiveness of the Sec- 
tion, Congress in 1954 added Subsection 
(c), which creates prima facie evidence 
of tax avoidance where the purchase 
price of the corporation is substantially 
disproportionate to the sum of the basis 
of the assets acquired plus the value of 
the tax benefits received. It is not clear 
what additional help the presumption 
could give the Commissioner, since his 
determinations are always presumed cor- 
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rect; “prima facie” evidence would not 
strengthen this presumption. 

In addition to the limitations imposed 
on Section 269 by the business purpose 
test, two other judicial inroads have con- 
tracted the scope of the section. It has 
been held that Section 269 cannot be 
used to deny deductions, credits or al- 
lowances of the acquired corporation. 
And, the deduction, credit or allowance 
sought to be disallowed from the ac- 
quiring corporation must have resulted 
from the acquisition of control; if the 
taxpayer would have had the deduction 
regardless of its acquiring another entity 
the deduction cannot be denied. An 
application of this theory is that a loss. 
corporation can acquire a profitable cor- 
poration and apply its loss carry for- 
ward to the future earnings of the 
profitable business. A third limitation is 
the theory that Section 269 does not 
apply to the creation of new corpora- 
tions, and therefore corporate split-ups 
into new corporations or launchings of 
new businesses in multiple corporate 
form are not within the purview of Sec- 
tion 269. 

These limitations of Section 269 could 
prevent it from being effective against 
multiple incorporation to obtain addi- 
tional surtax exemptions and accumu- 
lated earnings credits. When a corpora- 
tion acquires nine other corporations, 
and none is a sham, the extra nine ex- 
emptions and credits cannot be denied, 
since they belong to the acquired cor- 
porations, which would have had them 
regardless of control of 
the group. Furthermore, if a corporation 


the common 
creates nine new subsidiaries, then Sec- 
tion 269 is applicable on two theories— 
the exemption of an acquired corpora- 
tion cannot be denied, and Section 269 
does not apply to creation of a corpora- 
tion. 

Although these limiting concepts are 
embedded in the case law interpreting: 
Section 269, several courts have recently 
refused to accept them. In Coastal Oil 
Storage Co.'2 the Fourth Circuit rejected’ 
the that the deductions of 
the acquired corporation cannot be dis- 


argument 


allowed. The court reasoned that Sec- 
tion 269(a)(1) prevents the acquiring 
corporation from receiving the benefit 
of the extra deductions, and, unless the 
acquired corporation is denied the use 
of its surtax exemption and excess profit 
credit, the parent would benefit by ob- 
taining extra income from the sub- 
sidiary. The court also expressed the 
view that Subsection (a)(2) applies where- 
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a parent transfers property to a subsidi- 
ary because the property is what makes 
possible the earning of income by the 
subsidiary, thus activating the surtax ex- 
emption and giving the parent more 
net income on its assets. Although the 
reasoning under Subsection (a)(2) is sub- 
ject to a logical attack, the interpreta- 
tion of Subsection (a)(1) has compelling 
force. A recent district court case, James 
Realty Co.,13 follows the Coastal Oil 
reasoning on Subsection (a)(1) and also 
disposes of another limiting theory— 
that include 
“creation”—by saying “there is no set- 


“acquisition” does not 
tled view that ‘acquisition of control’ 
cannot and should not include the or- 
ganization of a new corporation. . . .” 

The third limiting concept—that to 
deny the deduction it must have stemmed 
from the acquisition of control—was 
dealt an oblique blow by Mill Ridge 
Coal Co. v. Patterson,14 a 1959 case. 
In Mill Ridge, control of a loss corpora- 
tion was obtained by three individuals 
who had also acquired a lucrative con- 
tract for shipping oil. The individuals 
turned the loss 
corporation, which had discontinued all 
former business. When the corporation 


applied its loss carry forward to the 


contract over to the 


profits made from this contract, the 
Commissioner disallowed the deductions, 
using Section 269. In sustaining the 
Commissioner, the court referred to the 
use of the carry forward as foreign to 
the “spirit” of Section 269 and to its 
“clearly expressed over-all purpose and 
intent.” It recognized that technically 
Section 269 might be inapplicable but 
the court would not let such technicality 
thwart the spirit of the section. How- 


, 


ever, the court also relied on Libson 
Shops, Inc. v. Koehler.5 where it was 
held that tax loss carry forward 


of individual brother-sister corporations 
could not be used, after they had com- 
bined into one corporation, to reduce 
post-merger profits. If the court had used 
only Section 269, instead of dual 
grounds for its decision, Mill Ridge 
would be a landmark case in the devel- 
opment of Section 269. 

The Coastal Oil, James Realty and 
Mill Ridge decisions may well be the 
portent of future judicial reconstruction 
of Section 269. When viewed alongside 
Advance Machinery and Alpha Tank, 
and the recent Section 61 cases, they 
make it clear that courts are beginning 
to lend a more sympathetic ear to the 
arguments of the Commissioner for halt- 
ing multiple incorporations. Emerging 
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from these decisions seems to be this 
line of reasoning: Sections 482 and 269 
should not be restricted by narrow con- 
struction of the statutory language, and 
the business purpose defense to tax 
evasion should not be as easily estab- 
lished as prior decisions have per- 
mitted. 


Section 1551 


Section 1551 is the only section in 
the Code that deals specifically with 
multiple incorporation. It was enacted 
in 1951 to stop corporations from trans- 
ferring assets, with the accompanying 
business income, to subsidiary corpora- 
tions in order to obtain extra surtax ex- 
emptions and accumulated earnings 
credits. Thus, the section is narrow in 
its scope, applying only to parent-sub- 
sidiary multiple incorporation, and then 
only if there is 80% control present. 
However, within this specific area it is 
effective because the section requires 
that a subsidiary which has received 
assets, other than cash, from its parent 
must prove by a clear preponderance of 
the evidence that the acquiring of tax 
benefits was not a major purpose of the 
transfer. 

The major purpose test and clear 
preponderance burden impose on the 
subsidiary an almost impossible task. 
Since there can be several major pur- 
poses for the creation of a subsidiary, a 
literal reading major section would re- 
quire the subsidiary to prove that the 
transfer was almost entirely motivated 
by business reasons, and this is to be 
shown by a clear preponderance of the 
evidence. The few cases decided under 
Section 1551 show no inclination by the 
courts to emasculate the major purpose 
test, as was done with the principal 
purpose test of Section 269. 

Because of the power of Section 1551, 
its indiscriminate use by the Commis- 
sioner could deter legitimate business ex- 
pansion. However, the Senate Finance 
Committee indicated that Section 1551 
was not intended to prevent genuine 
expansion, only split-offs of existing 
business. 


The association theory 


The Commissioner has another argu- 
ment against multiple incorporation: 
the “association theory” under Section 
7701 (a)(3). The association theory, in 
general, is that if individuals voluntarily 
associate themselves together and con- 
duct a business enterprise for profit in a 
manner and in a form resembling that 


of a corporation, they will be taxed as 
corporation, regardless of the avowed 
form they have adopted. The basic re- 
quirements of the theory—conduct of a 
business venture for profit and_ re- 
semblance to corporate activity—were 
laid down by the Supreme Court in 
Morrissey.16 The case involved the 
formation of a trust for the purpose of 
the development and operation of a 
real estate project. In holding that there 
was an association, the Supreme Court 
listed the factors to be considered in de- 
termining if there is resemblance to a 
corporation: (1) the purpose of the 
group or venture; (2) whether there is 
a continuity of the enterprise on death 
of the beneficial members; (3) the pres- 
ence of centralized management or di- 
rection; (4) limitation of personal lia- 
bility of the members; (5) ease of trans- 
ferability of the interests of the mem- 
bers; (6) the holding of title of the as- 
sets by the association, rather than by 
the individuals involved. 

Presumably, the Commissioner’s argu- 
ment of the association theory in the 
context of a multiple corporate struc- 
ture would be that the related corpora- 
tions compose a group of “individuals” 
voluntarily associated in a business ven- 
ture, and conducting the venture in a 
form resembling that of a corporation. 
The Commissioner would point to the 
agreements and dealings between the 
related corporations to prove the Mor- 
rissey factors are present. According to 
some authorities, the Comissioner has 
been using this attack mainly against 
brother-sister corporations in the real 
estate field, but it can be argued that 
the association theory also could be used 
in a parent-subsidiary case. 

Assuming that the association theory 
can be proved in a multiple corporation 
situation—and this is a big assumption 
—the resulting income tax paid by the 
related group could be far greater than 
that paid by a single corporation. It is 
clear, of course, that the gross income 
of the component corporations would be 
aggregated and against this only one 
surtax exemption allowed. However, 
there is the problem of how to treat the 
component corporations. Should they be 
disregarded or should they be recog- 
nized as taxable entities? If recognized, 
then presumably their taxable income 
would be a pro rata share of the net 


18 69-2 U.S. Tax Cas. | 9660 (D. Minn. 1959). 
44 264 F.2d 713 (CA-5 1959). 

15 353 U.S. 382. 

16 296 U.S. 344 (1935). 
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earnings of the association. If this is 
true, then there would be triple tax- 
ation of the income earned by the mul- 
tiple corporate group; two corporate 
income taxes plus a personal tax on the 
dividends received from the component 
corporations by their shareholders. Un- 
der this interpretation, an association 
of ten component corporations could 
have a gross of $250,000 reduced to 
$87,850 before distribution to the share- 
holders. 

Che triple taxation effect of the asso- 
ciation theory could be avoided by 
either of two approaches. The share- 
holders of the component corporations 
could be considered as being directly 
associated, therefore receiving the in- 
come, after taxes, of the association with- 
out its going through the component 
Or, the Commissioner 
could simply elect not to require the 
component corporations to pay tax on 
the income “received” from the associa- 
tion. By avoiding the harsh effects of 
taxation, these approaches would make 
the association theory more acceptable 
to the courts, but the result of both ap- 
proaches is the disregarding of the com- 


corporations. 


ponent corporations as taxable entities. 
Thus, under the guise of the association 
theory, the sham theory would be ap- 
plied in a situation where the corpo- 
rations are actually performing busi- 
ness activity. 


Proposals for change 


In conclusion, the note turns to an 
examination of the reasons for Con- 
gress’ giving surtax credits and accumu- 
lated earnings credits to each corpora- 
tion and thus creating the incentive for 
multiple corporations. The explanation, 
legislative history shows, was the desire 
to aid small and new enterprises. The 
Minnesota editors examine various pro- 
posals that have been made to create 
)bjective tests to separate permissible 
from forbidden multiplicity and con- 
clude that only a subjective test will 
permit the courts to draw the line in 
such a way as to preserve the benefits 
intended the and 
growing corporation. Congress, they say, 
has long recognized the appropriateness 
of a subjective test for this purpose, as 
evidenced by Sections 269 and 1551; and 
the courts have read a subjective test for 
avoidance into Section 482. It is 
true that these tests—which balance tax 
avoidance motives against business 
purposes—are ineffective against multi- 
ple incorporation, but this ineffective- 


Congress for new 


tax 


ness is due to two things: the type of 
business purpose looked to, and the 
amount required. The business purposes 
considered under these sections have 
been all-inclusive. To allow a multiple 
corporate group to be justified by non- 
expansion purposes is to allow the use 
of surtax exemptions and accumulated 
earnings credits for purposes other than 
those intended by Congress. To properly 
effectuate the congressional intent, the 
purposes looked to should be those as- 
sociated with the establishing or ac- 
quiring of a business unrelated to the 
businesses of the existing multiple cor- 
porate group. 

The second reason for ineffectiveness 
of the present test, the small amount of 
business purpose that has been allowed 
to justify multiple incorporation, could 
be overcome in two ways. First, give the 
Commissioner discretionary power, as 
he now has under Section 482, to deter- 
mine when a multiple group has not 
been established for business expansion 
purposes. 

Second, the amount of business ex- 
pansion purpose required to justify the 
formation of an additional corporation 
should be substantial in relation to the 
size of the business presently being con- 
ducted by the enterprise. This com- 
parison could be facilitated by estimat- 
ing in dollar terms the value of business 
purposes. The answer to an objection 
that business purpose cannot be mone- 
tarily evaluated is that businessmen in- 
variably go through this process before 
deciding on any change in their busi- 
ness; they estimate the net return antici- 
pated from any transaction or under- 
taking before entering into it. 

The result of requiring that business 
expansion purpose be substantial in re- 
lation to the size of the business is that 
a certain amount of purpose may justify 
the addition of a corporation by a 
“small business” but the same amount 
would not justify a similar addition by 
a “big business.” wv 
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CA-1 “expressly disapproves” 
Tax Court’s Pelton decision 


Tue Tax Court’s disregard of the rea- 
sonable of the business in the 
application of the accumulated earnings 
tax in Pelton Steel Casting (28 TC 153, 
aff'd 251 F.2d 278, CA-7, cert. den. 356 
U.S. 958) and Young Motor Company, 
Inc. (32 TC 1336) was criticized by John 
L. Palmer as an error of law in these 
columns in February 1960. Mr. Palmer 
there expressed the wistful hope that 
the error of the 


needs 


Tax Court would be 
corrected. He now writes your editor 
that he feels that his hope has been 
answered to a large degree by the recent 
decision (8/16/60) of the First Circuit 
reversing and the 
Motor Company case to the Tax Court. 
The First Circuit pointed out that it is 
improper for the Tax Court to disregard 
the question of whether the corporate 


remanding Young 


accumulations are predicated upon the 
reasonable needs of the business and to 
decide a Section 102 case solely on the 
issue of whether “one” of the purposes 
for the accumulation was to avoid the 
imposition of surtax on shareholders. 

In so holding, the Court of Appeals 
stated, “The ultimate question is not 
whether the could be 
justified as a reasonable business deci- 


accumulation 


sion, but whether taxpayer’s actual 
dominant purpose was that defined in 
Section 102(a). This is for the trier of 
facts.” ‘Thus, although Court of 
Appeals did not completely adopt the 
suggested tests contained in the afore- 
mentioned article (12 JTAX 74), the 


opinion’s “express disapproval” of the 


the 


Tax Court approach contained in the 
Pelton and Young cases is a heartening 
one. 

Tax men will certainly follow with 
interest the further progress of the 
Young Motor case on remand, with the 
hope that the admonitions of the First 
Circuit will serve to finally correct the 
Tax Court approach. w 





Jury, instructed that collapsibility re- 
quires that view to sale must exist dur- 
ing construction, finds corporations not 
collapsible. The shareholders suld their 
stock in three apartment corporations, 
the government contended that share- 
holders had ordinary income, not capi- 
tal gain, on the sales because each of 
the corporations was a collapsible corpo- 


ration. After paying the deficiency and 
filing claim for refund, the taxpayers 
brought this suit, in which they asked 
for a jury trial. The court instructed the 
jury that the requisite view to the sale 
or exchange of the stock by the share- 
holders must exist at some time during 
construction if the corporations are to 
be considered collapsible. If the sale, 
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exchange, or distribution is attributable 
solely to circumstances that arose after 
the completion of construction, the cor- 
poration shall, in the absence of com- 
pelling facts to the contrary, be con- 
sidered not have been formed 


to or 


view to the sale or 
stock 
these 


availed of with a 
share- 
instructions, the 


jury found that none of the three corpo- 


exchange of the by the 


holders. Upon 
rations was a collapsible corporation as 
that had defined to them. 
[This instruction is in accord with the 
recent Jacobson holding by the Third 
Circuit; it is contrary to Burge (CA-4, 
253 F.2d 765) and Glickman (CA-2, 256 
F.2d 108).—Ed.] DC Ore., 5/ 
17/60. 


term been 


Coates, 


Loss of inactive subsidiary carried over 
to consolidated return. [Acquiescence] 
A wholly-owned subsidiary reported net 
operating losses for 1948 and 1949 on 
In 1949 the sub- 
sidiary sold its assets and ceased to con- 
duct its business but did not formally 
dissolve until mid-1952. The subsidiary’s 
1948 and 1949 were included 
in the consolidated net operating loss 
deduction of the group for 1950, 1951, 
1952. The 


deduction. The court found that, under 


consolidated returns. 


losses fo1 


and Tax Court allowed the 
the Regulations, the subsidiary was re- 
quired to file as part of the group dur- 
1950-1952, 


been dissolved. The court rejected the 


ing since it had not yet 
Commissioner's contention that the sub- 
sidiary was de 1949 
member of 
the affiliated group in 1950-1952. The 
court was influenced by the fact that the 
subsidiary bank 


after 1949 and was wind- 


facto dissolved in 


and was, therefore, not a 


retained certain assets, 


accounts, Ctc., 
ing up its affairs during 1950 and 1951. 
The fact that 
ance motive here was also significant. 
Weidenhoff, Inc., 32 TC 1222; acq., IRB 
1960-33. 


there was no tax avoid- 


*Certificates of contingent interest are 
stock, not boot, in merger. The taxpayer 
owned stock in two corporations that 
were merged into still another corpora- 
tion. the terms of the merger, 
the taxpayer received stock of the sur- 
viving corporation and certificates of 
contingent interest for additional stock 
of the surviving corporation. The cer- 
tificates of 


Under 


interest were 
issued because at the time of the merger 


contingent 


one of the corporations possessed two 
unresolved but potentially substantial 
liabilities. One was its possible obliga- 


November 1960 


tion for unsettled Federal income and 
excess profits taxes for certain past tax- 
able years. The other was litigation 
pending in a Federal court in the state 
of Washington. The surviving corpora- 
tion lacked complete knowledge con- 
cerning these matters in controversy 
and, in order to protect its own stock- 
holders, agreed that a certain number 
of shares of its common stock that would 
otherwise have been issued to the share- 
holders of the merging corporations 
would be set aside as “reserve shares” 
pending the determination of those 
liabilities, and that certificates of con- 
tingent interest would be issued in re- 
spect to the reserved shares. As the 
liabilities became fixed and as expenses 
in connection with them were incurred, 
the reserved shares were to be reduced 
monthy by charges computed according 
to a formula based upon quoted values 
of common stock of the surviving corpo- 
ration. After all deductions of this kind 
had been made, any remaining reserved 
be distributed the 
the certificates of con- 
The Government con- 


“ 


shares were to to 
then holders of 
tingent interest. 
ceded that the merger was a 
merger” for purposes of reorganization 
but argued that the certificates of con- 
tingent interest were other property, so 
as to be treated as “boot” under Sec- 
tion 356(a). This court holds that the 
certificates of contingent interest were 
stock that came to taxpayer under Sec- 
tion 354(a)(1) without recognition of 
gain. According to the court, the pur- 


Statutory 


pose of the reorganization sections, the 
practical and realistic aspects of the 
situation, the precedent of the tax treat- 
ment of and the 
the transactions justified 
conclusion that the certificates of 
contingent interest in this reorganiza- 
tion were stock within the meaning of 
Section 354(a) (1). Thus the taxpayer did 
not have recognized income on receipt 


the fractional share, 
substance of 
the 


of the certificates of contingent interest. 
Carlberg, CA-8, 8/12/60. 


*Business needs must be considered in 
Section 531 cases; Tax Court reversed. 
Taxpayer, an automobile dealer, having 
been notified of a proposed penalty for 
unreasonable accumulation of surplus, 
submitted a statement alleging that earn- 
ings had not been accumulated beyond 
its reasonable business needs, since it 
planned to modernize and expand. The 
Commissioner imposed the penalty and 
was upheld by the Tax Court. Under a 
1955 amendment, the burden of proving 


absence of business need was shifted to 
the Commissioner when taxpayer filed 
the statement. However, the Tax Court 
points out that the ultimate burden rests 
on the taxpayer to rebut the presump- 
tion that one of the purposes of the ac. 
cumulation was the avoidance of a divi- 
dend tax on the shareholders. The Tax 
Court found affirmative evidence of the 
condemned purpose in taxpayer’s failure 
to pay dividends for 20 years, in its 
making unsecured interest-free 
loans to taxpayer's principal stockholder, 
in its failure to pay salaries to its off. 
cers-shareholders, and in the unduly low 
rent paid to its stockholder for the use 
of his property. This court remands and 
reverses. The Tax Court erred in failing 
to consider reasonable business needs, 
That question cannot be bypassed by 
focusing on the motive for accumula- 
tion. To the extent that Pelton Steel 
Casting (251 F.2d 278) is inconsistent 
with this reasoning, this court does not 
agree. [See also p. 301.] Young Motor 
Company, Inc., CA-1, 8/16/60. 


and 


Own operating losses denied to corpo. 
ration acquired to avoid taxes. Tax- 
payer-corporation was organized in 1949 
and engaged promotional 
work in connection with real estate de- 
velopment. It had net losses in 1950, 
1951, and 1953. In 1953 an individual 


in the construction business acquired all 


in certain 


the stock of taxpayer and caused tax- 
payer to enter the construction business. 
Citing its recent decision in Thomas E. 
Snyder Sons Co. (34 TC 39), the Tax 
that an 
acquired corporation, may not use its 
own net operating losses. The court finds 
that taxpayer had failed to show that the 
principal purpose for the acquisition of 
taxpayer by the shareholder was not the 


Court holds taxpayer, as 


avoidance of income tax by securing to 
himself, as sole stockholder, the benefit 
of taxpayer’s net operating losses, a 
benefit he would not otherwise have en- 
joyed. The court rejects the shareholder's 
argument that he acquired taxpayer in 
order to obtain certain valuable archi- 
tectural plans for a proposed construc- 
tion project. No genuine effort was 
made by taxpayer to obtain these plans 
from the former shareholder. Urban 
Redevelopment Corp., 34 VC No. 87. 


RELATED TAXPAYERS 


*Multiple corporations recognized. Tax- 
payer was one of 24 corporations or- 
ganized by the same stockholders, each 
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corporation Owning and operating one 
gasoline service station. Apparently, the 
yrporate names were differentiated only 
yy a number. However, the court finds 
that the business was hazardous and that 
there was a real business purpose in 
protecting each station from the possible 
the others. It 


surtax 


liabilities of allows a 
each 
poration. [The court does not discuss 
James Realty (CA-8, 7/21 60), which 


lenied a surtax exemption to one of 


separate exemption for 


ine newly created development com- 
yanies.—Ed.] Turner-Moore No. 22 


DC Tex., 8/15/60. 


Corporation continues despite charter 
cancellation. A corporation’s charter was 
inceled for nonpayment of franchise 
ix, but the evidence shows the corpora- 
ion continued to conduct the business 
1 which it was then engaged. Taxpayer- 
tockholder sought to deduct the losses 
return. The court 
yids that the concellation of its charter 
id not under applicable state law end 

existence of the corporation. It was 
ill a taxable entity. Hvidsten, DC N. 
10/60. 


in his individual 


Dak., 8 


Insurance policy transferred by pension 
trust is income to employee. Taxpayer 
nd his brother were the owners of a 
poration that had created a pension 
rust for: its employees. The trust was 

owner of a policy on taxpayer’s life 
he was president of the company). In 
1947 the 
wnership of the policy to taxpayer; he 


anuary trustee transferred 

aiae > “1, re : . cre > 
nmediately borrowed its cash surrender 
ulue and lent it to the corporation. 
the 


ix Court agreed, that taxpayer had 


[he Commissioner asserted, and 
ceived a distribution from the trust in 
form of the policy and was taxable 
n its value. There was no evidence that 
ixpayer was acting merely as a conduit 
9 the corporation. This court affirms 
principle but remands for a deter- 
ination of new arguments raised by 
uxpayer. Lauinger, CA-2, 8/15/60. 


Diverted corporate funds were dividends 
0 guilty shareholders. ‘Taxpayers were 
he owners of 5/6 of the stock of a cor- 
oration. In order to avoid the payment 
{ taxes, they personally pocketed a sub- 
tantial amount of the corporate in- 
me. They argued that this was an 
the were, 


1erefore, not taxable income. The Tax 


mbezzlement, and funds 


Court disagrees and rules that taxpayers, 


s the entire board of directors, in effect, 


paid themselves a dividend. The court 
distinguishes Wilcox (327 U.S. 404), 
which involved a mere salaried em- 
ployee, and J. J. Dix, Inc, (223 F.2d 
436), where the diverting officer, although 
having the voting rights to and a life 
interest in one-fourth of the stock, did 
not own any stock outright. Federbush, 
34 TC No. 77. 


Diversion of corporate funds by major 
shareholders was not embezzlement. Five 
brothers were the officers and owners of 
5/6 of the stock of taxpayer-corporation. 
Over a period of years, they diverted to 
themselves a substantial amount of cor- 
porate income and also charged taxpayer 
for fictitious purchases from them. Tax- 
payer, resisting income tax on the di- 
verted income, argues that it is entitled 
to an embezzlement loss deduction. The 
Tax Court disallows the deduction on 
the ground that the officers-shareholders 
did not have the requisite intent to 
steal from the corporation. Rather, they 
were interested primarily in reducing 
their taxes by diverting corporate in- 
come directly and secretly into their 
hands. The fact that the diversions may 
have constituted embezzlement under 
local law is immaterial; otherwise, stock- 
holders could avoid corporate and indi- 
vidual taxes by diverting corporate funds 
and then claiming embezzlement if dis- 
covered. The fact that not all the stock- 
holders participated is immaterial. 
Federbush, 34 TC No. 77. 


LIQUIDATIONS 


Prorata redemption of shares was par- 
tial liquidation. Taxpayers each owned 
50% of the stock of a corporation. One 
wanted to withdraw but he was unable 
to find a purchaser for his interest. The 
only available purchaser was an em- 
ployee of the corporation, who could 
not afford the full purchase price. Ac- 
cordingly, the building and certain ac- 
counts were distributed in 
redemption of about half the stock of 
each. The employee then purchased the 
remaining stock of the retiring share- 
holder. The court holds that there was 
a business contraction qualifying the 


receivable 


transaction as a partial liquidation under 
Section 346. Both taxpayers realized capi- 
tal gain. Carey, DC Iowa, 8/1/60. 


Distribution was liquidation, not boot, 
in exchange. [Non-acquiescence| Tax- 
payer and his wife owned practically 
all the shares of the company providing 
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investment advisory services to the Well- 
ington Fund and of the company acting 
as the Fund’s distributor. In accordance 
with the general trend in the industry, 
it was decided to combine these two 
functions into one company to achieve 
more stable income. Accordingly, the 
advisory corporation sold its tangible 
assets to the sales firm and liquidated. 
Taxpayer received distributions in liqui- 
dation of about $200,000 and reported 
the excess over his $2,000 basis as capi- 
tal gain. The Commissioner argued that 
the transaction was an exchange, that 
boot was received, and that it had the 
same effect as a taxable dividend. The 
Court finds for the taxpayer. Having 
lost its business, the liquidation of the 
investment firm was reasonable business 
procedure. Moreover, the language of 
the exchange provision of the Code does 
not fit this transaction. Morgan, 33 TC 
30; non-acq., IRB 1960-36. 


Dissolving corporate collection agency 
not taxable on unearned fees. Taxpayer 
was a collection agency entitled to a fee 
for its services only on collection of the 
delinquent account assigned to it. It dis- 
solved and transferred in liquidation 
some $5 million accounts receivable it 
held as agent of the various creditors. 
The transferee valued the possibility of 
its earning fees by collecting these ac- 
counts at $300,000 and paid capital gain 
tax on the liquidation based on that 
value. The Commissioner is here assert- 
ing that taxpayer had income in the 
amount of this $300,000 in the year of 
The 


could 


dissolution. Tax Court rules that 


taxpayer have had no income 
from these accounts because no right to 
a commission arose until collection. Nor 
is the anticipatory assignment of income 
theory applicable here, although tax- 
payer had made some attempts to col- 
lect these accounts, income did not arise 
until collection was made. United Mer- 


cantile Agencies, 34 TC No. 81. 
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Conference misstatement by unwary 


taxpayer may extend 


D EFENDING AGAINST A CRIMINAL CHARGE 
of tax evasion on the merits can 
be difficult, time-consuming, expensive, 
and hazardous—so much depends on in- 
tent. A challenge on procedural grounds 
is simpler and may be equally effective. 
Hence any weakening of the protection 
the of limitations tax 
evasion is of grave importance to prac- 
titioners. Considering the well-known 
zeal of the Treasury in pressing all ad- 
vantages, practitioners should be aware 
of the implications of the Beacon Brass 
holding of the Supreme Court (344 U.S. 
43, 1952) that false statements made to 
Treasury representatives in themselves 
constitute income The 
Law Review! recently 
commented on constitutional questions 
in tax evasion. The problem, as stated 
by the Review, is this: 


of statute on 


tax evasion. 
Northwestern 


“Due to the narrow issue on appeal in 
Beacon Brass (which of the two sub- 
Stantive statutes was applicable), the 
Court expressly left open the question 
of when the offense was completed. 
Thus it remained possible that, while 
false statements might constitute evasion, 
prosecution must be brought within six 
years of filing on the theory that the 
evasion was but one offense, which was 
then completed. 

“This possibility was rejected by a dis- 
trict court in .. . Sclafani.? In this case, as 
the six-year period from the filing of 
the return had expired, the Government 
prosecuted for false statements made 
subsequent to the return but within six 
years of the indictment. Although Bea- 
con Brass had expressly avoided decid- 
ing the issue, the district court mis- 
takenly considered it controlling as to 
the running of the statute of limitations 
from the time of the false statements, 
rather than the time of filing, and held 
that prosecution was not barred. On ap- 
peal, the conviction was upheld on other 
grounds, and the principal question was 
not passed upon. This is unfortunate, 


time on evasion 


as it is doubtful that the Supreme Court 
anticipated the results now conceivable 
when it decided the narrow question 
involved in Beacon Brass. 

“A district court recently refused to 
apply the Sclafani principle in a case 
where the taxpayer was indicted more 
than six years after filing on the theory 
that the filing, within the six-year pe- 
riod, of a return for a related corpora- 
tion would support the indictment for 
the individual evasion. However, the 
decision quashing the indictment was 
not appealed by the Government and, 
until passed on by a higher court, may 
have little effect on the policies of the 
Internal Revenue Service.4 

“Under the Sclafani approach, a tax- 
payer could be completely deprived of 
the protections afforded by the statute 
of limitations at the instance of the 
prosecution. The running of the statute 
could be extended by the simple ex- 
pedient of calling a conference with 
the taxpayer at which he is apt to make 
false statements in regard to a previous- 
ly filed return. Moreover, not only might 
the period of criminal liability be ex- 
tended, it might also be resurrected. A 
conference could be called more than 
six years after the return was filed and, 
as the tax is assessable at any time 
where fraud is involved, the taxpayer 
may either have to admit his attempt to 
evade or conceal by making false state- 
ments. The former alternative subjects 
him to immediate assessment, while the 
latter resurrects the possibility of prose- 
cution for an additional six-year period.” 


Implications for IRS practice 


The case law now stands in a some- 
what unsatisfactory state: Beacon Brass 
was erroneously extended in the district 
court decision in Sclafani, and the ap- 
peal, upholding it, turned on other is- 
sues. The Bridell case, correctly refusing 
to follow Sclafani, has not been brought 
to the appeal court. And the Treasury’s 


procedure in Bridell seems to show that 
it is pressing the Sclafani approach. 

Bridell is an encouraging sign, and 
legal scholars are studying the funda- 
mentals of statutes of limitations and 
recent Supreme Court pronouncements 
on them in non-tax cases as an indication 
of how the court may decide when the 
Sclafani issue is presented to it directly, 

The Northwestern editors point out 
that the statute of limitations in criminal 
cases is an act of grace, a surrendering 
on the part of the legislature of its 
right to punish criminal misconduct 
after the lapse of stated periods of time. 
“There are no salient factors peculiar 
to prosecutions for tax evasion which 
fully justify a disregard of the policies 
behind statutes of limitations. While 
the Government's evidence will in many 
cases be documentary, the taxpayer will 
often be forced to rely on the memories 
of witnesses. Also, with the increase in 
the number of Net Worth prosecutions 
for tax evasion, the evidentiary basis 
of time limitations is of particular 
validity. 


Exemptions 


“Although there seems to be no con- 
stitutional compulsion to enact statutes 
of limitations . . . [they exist] in the vast 
majority of states. [However,] there have 
been a number of devices adopted as 
means of circumventing statutes of limi- 
tations. 

“The doctrines of concealed and con- 
tinuing crimes have been judicially em- 
ployed to avoid the statutory bar. In 
the case of a concealed crime, such as 
embezzlement or criminal conversion, 
the statute of limitations does not be- 
gin to run until the crime is discovered. 
Cases reaching this result have involved 
trust or fiduciary relationships in which 
the likelihood of detecting the crime 
during the stated period is greatly re- 
duced. The nature of these crimes is 
such as to outweigh the policies pro- 
moted by statutes of limitations, such 
as protecting the individual from the 
use of stale evidence, and the promotion 
of efficient methods of prosecution. 

“Tax evasion ought not to be con- 
sidered a concealed crime, as it does 
not involve the fiduciary relationship 


1 The fully footnoted original appears in 55 North- 
western University Law Review 97-110. 

2126 F. Supp. 654 (S.D.N.Y. 1954), 265 F.2d 408 
(CA-2), cert. denied, 360 U.S. 918 (1959). 

8 Bridell, 58 CR 475 (N.D. Ill. 1959). 

4See Crowley, IRS Can’t Extend Time for Indict- 
ment by Finding Later “Separate Offense,” 11 
JTAX 302 (1959). 
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templated by this doctrine. Further- 
more, the Government is put upon 
tice by the filing of the return and 

investigates many as a matter of 

ourse, so that there is, to an extent, a 
presumption of invalidity not encoun- 
ered in the relationships giving rise 
to concealed crimes. 

“The continuing crime doctrine ap- 
plies to crimes which involve misconduct 
wer an extended period of time, as op- 
yosed to the relatively instantaneous na- 
ure of many crimes. The offenses in this 
ategory are not numerous, but they 
lefy easy classification. It includes the 
crimes of failing to register for the 
draft, bigamous cohabitation, and fail- 
ire to provide support. As there is, prac- 
tically speaking, no statute of limita- 
tions on prosecutions for a continuing 
rime, it is important to determine the 
underlying theory by which offenses are 
so classified. It is not enough that the 
result of the crime continue; the crime 
itself must continue. For the crime to 
that the 
statute defining the offense impose a 
positive duty on the individual and a 


continue, it seems necessary 


continuing obligation to perform that 
duty. The breach of such duty is a con- 
tinuing offense and the statute of limita 
ions does not commence to run until 
that duty ends. While the revenue laws 
impose an affirmative duty of filing ac- 
urately and paying the tax due, they 
do not make this duty a continuing one. 
Thus, while the result of tax evasion 
continues, the crime itself does not, and 
the statute of limitations should begin 
to run from the date of the last act re- 
garded as an attempted evasion. The 
last act should be regarded as the filing 
ff the return and not the subsequent 
false statements. The latter should mere- 
ly be regarded as an aggravation of 
the offense and as evidence of a wilful 
intent rather than as a separate offense 
for the purpose of commencing the 


statute of limitations. 


Extension for absence 


“The tolling provision has been legis- 
latively adopted as a means of extend- 
ing the stated period. Prior to remedial 
amendment in 1954, the statute of limi- 
tations for tax evasion was tolled while 
the taxpayer was ‘absent’ from the judi- 
cial district where the offense was com- 
mitted. As the offense of attempted eva- 
sion by a false return is committed at 
the Collector’s office where it is filed, 
if the taxpayer did not reside in the 
judicial district embracing the Collec- 








tor’s office, it was possible that he might 
have been forever ‘absent’ from that dis- 
trict and thus deprived of the protection 
of the statute of limitations. While some 
courts recognized the injustices which 
this tolling provision created, they 
nevertheless enforced it. It may be said 
that, since the adoption of a statute of 
limitations constitutes a surrendering of 
its right to prosecute, the sovereign may 
surrender this right on such terms as it 
sees fit. 

“As indicated by Sclafani, executive 
action may have tthe effect of extending, 
or even resurrecting, the statute of limi- 
tations. Where the Treasury representa- 
tives, as in Sclafani, call a conference 
at a time when prosecution for a false 
return is not yet barred, they may 
thereby extend the statute of limitations, 
just as the legislature may validly do. 
However, if the Treasury representa- 
tives call a conference after a prosecu- 
tion for a false return is barred, it can 
be argued that they may thereby have 
effected a resurrection of the statute of 
limitations and that the prosecuting 
officials have done what the legislature 
is forbidden to do. 


Perjury 


“Still another method resulting in cir- 
cumvention is the use of perjury in- 
dictments for testimony concerning an 
offense for which prosecution is barred. 
This method was most notably used in... 
Hiss. Hiss was convicted of falsely testi- 
fying as to espionage activities in the 
late thirties. The applicable statute 
of limitations barred a prosecution for 
the alleged espionage; nevertheless, in 
defending against the perjury charge, 
Hiss had to rely on the same evidence 
as in a prosecution for espionage. 

“The growing use of perjury prosecu- 
tions to avoid the statute of limitations 
has resulted in considerable criticism by 
legal writers. However, the results con- 
ceivable as a consequence of Sclafani 
are even more extreme than those aris- 
ing under the Hiss method. For, when a 
person lies about a past crime, the gov- 
ernment does gain an additional period 
in which to prosecute him, but it must 
prosecute him for perjury, the 
statute of limitations for perjury may 
not be extended. Thus, the period of 
criminal liability is not limitless, as in 
the tax situation. 


and 


Circumvention by Treasury 


“As the statute of limitations is a mat- 
ter of grace, the problem is essentially 
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one of determining how far prosecuting 
officials may go in avoiding its effect. 
There are four possible situations aris- 
ing from the Sclafani decision and its 
implications in which this avoidance 
may be tested. While a prosecution for 
false filing is still possible, the Treasury 
representatives may call a conference 
with an innocent desire of obtaining in- 
formation respecting the taxpayer's re- 
turn for use in either a criminal or 
civil proceeding. On the other hand, 
they may call the conference with the 
intention of extracting false statements 
from the taxpayer and thereby extend- 
ing the statute of limitations. After a 
criminal prosecution for false filing is 
barred, a conference may be called mere- 
ly for the establishing 
grounds for a civil action. Or, present- 
ing the most extreme situation, the 
Treasury representatives may call it in 
the hope of extracting false statements 
and thereby resurrecting the period of 
criminal liability. It will be noticed 
that even where the Treasury represen- 
tatives merely desire to obtain informa- 


purpose of 


tion and any extension or resurrection 
of the statutory period is purely inci- 
dental, the purposes and policies of the 
statute of limitations are still defeated, 
and it may be that the courts will not 
sanction such a result. 

the Northwestern editors 
feel that “the courts at least will draw 
the line when the conference method 
is employed as a deliberate means of 
avoiding the statute of limitations. In 
the latter case, not only are the policies 
of time limitations defeated but such 
a method conflicts with a general judi- 
cial attitude in regard to deliberate cir- 
cumvention of rules of law adopted for 
the protection of the individual. 


“However,” 


“It is helpful to examine recent Su- 
preme Court decisions, . . 
the 
reached, 


. not so much 
the results 
indications that the 

tolerate deliberate at- 

tempts by law enforcement officials to 
circumvent restrictive rules by law. 
“Recent decisions involving the double 
jeopardy clause of the fifth amendment 
indicate that federal prosecutors will 
not be allowed to make repeated efforts 
to convict an individual for a single 
wrong. However, an individual’s security 
from repeated state prosecutions is not 
so clear. . . . Since the Sclafani situation 
does not involve the problem of dual 
sovereignties, it is even less likely that 
the Court would sanction the conference 
method as a means of deliberately 


from standpoint of 
but as 


Court will not 
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avoiding the statute of limitations de- 
signed for the individual’s protection. 


Self-incrimination 


“Another area in which a constitu- 
tional protection has been avoided to a 
certain extent concerns the privilege 
against self-incrimination and the grant- 
ing of statutory immunity. The Su- 
preme Court originally stated that the 
immunity statutes must grant absolute 
immunity, but in 1931 it was decided 
that the fear. ‘of incrimination under 
state law was not sufficient grounds for 
invoking the privilege in a federal pro- 
ceeding. .. . While the fifth amendment 
does not federal prosecutors 
from using testimony previously com- 
pelled under a state immunity statute, 
the Court has stated that it will pro- 
tect a witness if the federal prosecutors 
use a state court as an instrument for 


preve nt 


compelling disclosure. . . . 


¢ November 1960 


“While inroads may have been made 
on the individual’s fifth amendment 
rights where a balance between the Fed- 
eral and state governments is involved, 


the Court has insisted upon adherence ~ 


to the individual’s rights when the Fed- 
eral Government alone is involved. It has 
repeatedly denied the use of evidence 
obtained by Federal officers in violation 
of the search and seizure clause of the 
fourth amendment... . 

“It thus appears that where federal 
officials are enforcing federal law, the 
Court is careful to protect the indi- 
vidual against a misuse of the law en- 
forcement process. It is this attitude 
which, when coupled with the policies 
behind statutes of limitations, might 
well lead to a condemnation of the con- 
ference method as a means of deliber- 
ately extending or resurrecting the 
statute of limitations against suspected 
tax evaders.” b> 


Guides for deductibility of the “necessary” 


expense incurred in tax fraud 


| Bewex IS TAXABLE REGARDLESS of the 
morality or the legality of how it was 
earned or received. Yet when we deal 
with the other side of the coin, namely, 
the deductibility of a business expense 
that otherwise meets the test of being 
“ordinary and necessary,” the Internal 
Revenue by the 
courts, has been keenly concerned with 
the ethics, morality, and legality of the 


Service, supported 


deduction. 

The basis of this concern is not statu- 
tory but judicial, protected by the well- 
that 
deduction otherwise meeting statutory 
requirements will not be deuctible for 
Federal income tax purposes if it vio- 
lates “public policy.” 

This is a complicated and sometimes 
frustrating area; yet it is an important 
area, particularly in the field of tax 


entretnched doctrine a_ business 


! This article is drawn from Chapter I of my forth- 
coming Third Edition of Fraud under Federal Tax 
Law, being published soon by The Ronald Press 
Company, New York. 
2? For further study, see the following references: 
Crown, “Deductibility of Expenditures Offend- 
ing Statutes or Regulations,” 17 N.Y.U. Inst. Fed. 
Taxation, 157; 


Van Alstyne & Barton, “Income Tax Litiga- 


tion: The Arena For Morals?” 38 Neb. L. Rev. 
692; 
Zimmerman, “‘Fast-Growing Public Policy Doc- 


trine Threatens Many Necessary Expenses,” 12 
JTAX 106; 


by HARRY GRAHAM BALTER! 


frauds; for that reason some basic guide- 
lines are needed by the tax 
tioner.? 


practi- 


The basic rules are: 

1. Fines and penalties that are penal 
in nature and are paid for infractions of 
Federal or state statutes or regulations 
of administrative bodies, the deducti- 
bility of which as business expenses 
would directly frustrate the declared ob- 
jectives of the statutes or regulations, 
will not be allowed as deductions for 
Federal income tax purposes, regardless 
of whether the infraction was intended 
or innocent. 

2. Attorneys’ fees and other litigation 
in defending against 
criminal charges brought under either 
Federal or state law, where a conviction 
results, will not be deductible as busi- 
ness expenses.4 


costs incurred 


Keesling, “‘Illegal Transactions and the Income 
Tax,” 5 UCLA L. Rev. 26; 

Polasky & Meisel, ‘“‘How to Handle Questionable 
Deductions and Illegal Expenses,” Prentice-Hall, 
Tax Ideas; 

Cobert, “Criminal Consequences in Deducting 
Improper Deductions,” 17 N.Y.U. Inst. Fed. Tazxa- 
tion 549; 

Mertens, Law of Fed. Income Tazation, Secs. 
25.50, 25.131, et seq.; 

Paulston, “Public Policy in the Deductibility of 
Business Expense,” U.S.C. Tax Institute, Elev- 
enth Annual; 

Schwartz. “Business Expenses Contrary to Pub- 


3. However, if the attorneys’ fees and 
other litigation costs are incurred by 
the taxpayer in defending against Fed. 
eral or state administrative proceedings 
which directly affect his business, though 
not of a criminal nature, then regard. 
less of the outcome, the deductibility of 
these expenses will depend on whether 
their allowance would clearly frustrate 
a declared Federal or state public policy 
directly related to the instant proceed. 
ings against the taxpayer. 

4. If deductions for payments of any 
kind specifically prohibited by Federal 
or state statutes or regulations would 
directly frustrate the declared objectives 
of the statutes or the regulations, de. 
ductions will not be allowed,® with two 
principal exceptions: 

a. where the payment in question vio- 
lates only a state statute or regulation 
and is not specifically prohibited by 
Federal statute or regulation, and where, 
were it not for the illegality of the tax- 
payer’s business or transactions under 
state law, the item of expense in ques. 
tion would otherwise be considered as 
a normal business expense.7 

b. where the payment violates either 
a state or Federal statute or regulation 
but is so closely related to the taxpayer's 
“sales” that to deny him the deduction 
would in effect be levying a tax on his 
gross sales rather than on his net sales.§ 

5. Payments of any kind that could 
be considered contrary to the best 
standards of community or business 
practice but that do not violate any 
Federal or state statute or regulations, 
declarative of a fixed public policy in 
that regard, will ordinarily be deduct- 
ible for Federal income tax purposes.® 

6. Regardless of statute or regulations, 
Feaeral or state, expenses incurred in 
connection with influencing the passage 
or defeat of legislation, broadly labeled 
“lobbying” activities, are not deductible, 
whether the taxpayer is an individual 
or a corporation and regardless of how 
important to the taxpayer’s business 
the passage or the defeat of the subject 
legislation in question may be.10 ® 


lic Policy: An Evaluation of the Lilly Case,” 8 
Taz L. Rev. 243; 

Note: “ ‘Ordinary and Necessary and Legal Ex- 
penses’—The Federal Tax and State Criminal 
Law,” 25 U. Chi. L. Rev., 513; 

Lurie, “‘Deductibility of Illegal Expenses,” 11 
N.Y.U. Inst. Fed. Taxation, 1189; 

Note: “Deductibility of Illegal Expenses under 
Sec. 162 I.R.C.: A Justification of Vagueness,” 66 
Yale L. J., 602; 

Comment: “How Courts Approach Illegal-Ex- 
pense Deductions,” 35 Tazes 543. 

8 Tank Truck Rentals, Inc., 356 U.S. 30 (1958); 
Hoover Motor Express Co., Inc., 356 U.S. 38 
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Commissioner fails to prove fraud in his 
reconstruction of income. Deficiencies 
were computed against taxpayer and his 
wife and against his controlled corpora- 
tion by use of a net-worth computation. 
[The computation consisted of opening 
figures and closing figures several years 
later, with the total increase allocated 
over the intervening years. The court 
this insufficient to sustain the 
Commissioner’s burden of proof on the 
issue, since it could not assume 
the fraud occurred in each of the years 
in issue rather than solely in one. Fur- 
thermore, since other items to prove 
fraud depended upon the uncorrobo- 
rated testimony of an admitted perjurer 
and his coconspirator, the evidence was 
leemed not clear and convincing. Con- 
structive dividends received by taxpayer 


holds 


fraud 


rom his corporation in the form of 
xpenditures for personal entertainment, 
travel, and other expenses were deter- 
At the same these items 
were disallowed to the corporation. A 


mined. time 
leduction for legal and accounting fees 
yas disallowed where it was shown that 
the payments were to a former employee 
o induce him to return corporate books 
and records he had stolen during his em- 
jloyment. The Commissioner had also 
ttempted to allocate to the corporation, 
under IRC 1939 Section 45, the income 
f another corporation wholly owned by 


New fraud and negligence decisions 


the same taxpayer. But since the corpo- 
rations were entirely separate function- 
ing entities, the court holds the alloca- 
tion improper. Swede, TCM 1960-166. 


Net worth method proper though books 
appear adequate on face. It was proper 
to use the net worth method and the 
bank deposit method to reconstruct tax- 
payer's income from a liquor store, even 
though the books and records appeared 
adequate on their face. The court holds 
the Commissioner failed to prove fraud 
for 1944, 1945, and 1947, where the in- 
creases in net worth were not substantial 
or were accounted for by withdrawals 
from a partnership. However, for 1946, 
when understatements of income were 
substantial, and for 1948, when the un- 
reported income equaled the sum tax- 
payer’s wife had personally invested in 
securities, fraud penalties were sustained. 
Finestone, TCM 1960-164. 


Taxpayer can’t compel use of net worth 
method. The Commissioner determined 
taxpayers’ net income for 1952 by mak- 
ing specific adjustments to the return 
filed by them on the cash receipt and 
disbursements method. Taxpayers at- 
tempted to show that the Commission- 
er’s determination was arbitrary in that 
they actually suffered a decrease in net 
worth. However, the court holds that, 





1958); Comment: “Deducting Fines and Penal- 
es: The Supreme Court Rules,” 9 JTAX 274 
Nov. 1958). 

ilbert E. MacCrowe Estate, TCM 1955-238; Jos- 
h, 26 TC 562 (1956), Detailed discussion as to 
eductibility of attorney’s fees and costs in tax 
fraud cases appears in Ch. XVI of the Third Edi- 

n of Fraud under the Federal Tax Law. 
Heininger, 320 U.S. 467 (1943); Note: “‘Deduc- 
bility for Tax Purposes: Expenses and Fines in 
Anti-Trust Cases,” A.B.A. J., Apr. 1958, 368. 

il J. Smith, 38 TC No. 97 (1960); Boyle, Flagg 
t Seaman, Inc., 26 TC 43 (1955); William F. 
avis, Jr., 11 TC 549 (1951); Luther M. Richey, 
r., 38 TC No. 31 (1959). Where, however, either 
y Congressional action, by Revenue Rulings of 
he Internal Revenue Service, or by trend of judi- 
al decisions it is indicated that to allow deducti- 
ility of fines, penalty payments and/or litigation 
osts may or may not frustrate public policy, de- 
ending upon the facts in each case, then of 
yurse, there is no across-the-board bar to deduc- 
ibility, e.g., violations under the Defense Produc- 
ion Act of 1950 (Rev. Rul. 56-180, Pedone, Ct. 
ls., 151 F. Supp. 288, cert. den.) and violations of 
the Emergency Price Control Act of 1950 (Rev. 
tul. 54-204), Lentin, 28 TC 112 (1954); Jerry 
Rossman Corporation (CA-2, 1949), 175 F.2d 711; 
Mills, 17 TC 705 (1951), aff’d. (CA-1, 
1953) 207 F.2d 177; Star-Kist Foods, Inc. (DC 
SD Calif., 1955) — F.Supp. —; Hull Senator Com- 
any, TCM 1954-185 (1954); American Brewery, 
Inc. (CA-4, 1955) 228 F.2d 43. 

Sullivan, 256 U.S. 27 (1958). Note: “Income Tax 








Pacific 


Deductibility of Wages Paid in Illegal Activities, 
Bookkeeping,” 44 Calif. L. Rev. 797. 

8 Lela Sullenger, 11 TC 1076 (1948); Pitteburgh 
Milk Co., 26 TC 707 (1956); Comment: “Illegal 
Costs as a Factor in Gross Income,” 9 Stan. L. 
Rev. 813; Rosedale Dairy Co., Inc., TCM 1957-243; 
Harmony Dairy Co., TCM 1960-109; Comment: 
“IRS Attacks Illegal Rebates; Arguing Public 
Policy?” 9 JTAX 339. 

® Lilly, 343 U.S. 90 (1952) (kick-backs by op- 
tometrists to prescribing physicians); Frank J. 
Valeti, 28 TC 692 (1957) and Eugene Richardson, 
TCM 1957-122 (kick-backs by ship chandler to of- 
ficers of foreign ships); Rev. Rul. 58-479; Rev. 
Rul. 54-27; Comment: “Senator Williams Objects 
to Allowance of Kick-backs to Foreign Officials,” 
9 JTAX 60. 

10 Cammarano, 357 U.S. 498 (1959); Regs. 1.162.15 
(c); Revere Racing Assn., Inc. v. Scanlon (DC 
Mass. 1955) — F.Supp. —; Washburn, 33 TC No. 
112 (1960). Note: “Tax Treatment of Lobbying 
Expenses and Contributions,” 67 Harv. L. Rev. 
1308; Spiegel, ““Deductibility of Lobbying, Initia- 
tive and Referendum Expenses: A Problem for 
Congressional Consideration,” 45 Calif. L. Rev. 1; 
Note: “‘Deductibility of Lobbying and Related Ex- 
penses,” A.B.A. J., Feb. 1956, 175; Sunderland, 
“Taxation of Free Speech,” 26 U. Chi. L. Rev. 109; 
Sharp, “Reflections on the Disallowance of In- 
come Tax Deduction for Lobbying Expenditures,” 
39 B. U. L. Rev. 365; Mertens, Law of Fed. In- 
come Taxation, Sec. 25.135; Comment: “Business- 
men and Unions Press for Change in Lobbying 
Law,” 12 JTAX 341. 
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where the Commissioner has chosen to 
use the taxpayers’ accounting method, 
they may not themselves disavow their 
adopted method and compel the use of 
the net worth method. Not only may the 
Commissioner use the taxpayers’ ac- 
counting method to determine their in- 
come but he is also under no obligation 
to make a net worth computation as cor- 
roboration of his proposed deficiency. 
Welch, TCM 1960-163. 


Net worth computation adjusted. In 
determining taxpayer’s net income by 
use of the net worth method, the court 
finds that the Commissioner erroneous- 
ly included a worthless investment in 
taxpayer’s assets, omitted additional cash 
in the opening net worth, and failed to 
include debts to taxpayer’s mother in his 
liabilities. It also sustains the Commis- 
sioner’s findings that certain savings 
bonds were actually taxpayer’s property 
and not that of his father, that a reject- 
ed offer to settle a contested lawsuit was 
a contingent liability not to be included 
in the liabilities at the end of the period, 
and that certain expenses were to be in- 
cluded as nondeductible expenditures. 
Welch, TCM 1960-163. 


Commissioner fails to meet burden of 
proof for negligence penalty. The Com- 
missioner first asserted additions to tax 
for negligence by amendment to his an- 
swer. The burden of proving negligence 
was thus upon the Commissioner. Neg- 
lecting to introduce evidence as to the 
general inadequacy of taxpayer’s books 
and records, the IRS’ penalty assessment 
is overruled. Welch, TCM 1960-163. 

Wife liable for fraud penalties although 
husband signed her name to joint re- 
turn. Taxpayer asked his wife to sign 
certain documents, including a fraudu- 
lent joint income tax return for the year 
1944. Being uncooperative because of 
other difficulties, she refused to sign the 
return. Taxpayer then signed his wife’s 
name to the return. Finding that the 
wife intended that a joint return be 
filed for them, the Tax Court upholds 
fraud penalties against her. Her refusal 
to sign was due to matters wholly un- 
related to the filing of the return. The 
court upholds fraud penalties 
against the wife on returns she had 
signed for other years and rejects her 
argument that she signed under duress. 
The court is influenced by the fact that 
tax savings were achieved by filing joint 
returns. Federbush, 34 TC No. 77. 


also 
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Auditor’s task under new state tax rules 


is difficult, but much help to client 


by OLIVER O. CROMWELL 


An auditor examining the financial statements of an interstate business must make 


certain that the company is meeting its liabilities for taxes and is filing the 


proper returns in all the states in which it does business. This is an extremely 


difficult task—the states now have widened powers to levy taxes and they have 


announced that they will pursue delinquents. Mr. Cromwell’s analysis of the 


kinds of business transactions that may create a state tax liability is a warning 


not only to auditors but also to tax men inside corporations. 


Ein SUPREME CourRT DECISIONS in the 
spring of 1959 permitting the states 
to tax income from interstate commerce 
(Stockham Valves and Northwestern 
States Portland Cement, 358 U.S. 450) 
have raised a host of problems for tax- 
payers endeavoring to ascertain their 
liability for state taxes and to comply 
with the reporting requirements. These 
problems were alleviated to only a lim- 
the Interstate 
Law, which the President signed Sep- 


ited extent by Income 
tember 14, 1959. Under that law, states 
are generally forbidden to tax income 
from interstate commerce where the tax- 
payer’s activities within the state are 
of 


sales of tangible personal property. 


confined to solicitation orders for 

This law will not relieve many tax- 
payers of liability for filing state income 
tax returns. In the first place, the law 
only deals with the sale of tangible per- 
sonal property, so that it does not offer 
any immunity to taxpayers engaged in 
other businesses such as renting of prop- 
erties or performing services. In many 
respects, the Interstate Income Law is 
weak and ambiguous. It may leave open 
to tax all taxpayers who have employees 
who maintain a place of business in the 
state. Maintaining a place of business 
in the state could be considered to be 
desk space or a hotel exhibition room; 
it might even be the listing of an em- 
ployee’s residence in a business direc- 
tory or even having his own residence 
on an employee’s business card. Until 
these matters are all determined, it will 


not be known whether or com- 
panies in these situations are going to 
be relieved of taxes under the Interstate 


Income Law. 


not 


It appears obvious that companies 
having consigned inventories in an in- 
come-tax state may be subject to tax 
thereby. This would also be true if the 
company has warehouse inventory in the 
state. It is the writer’s opinion that if 
a company maintains a sales office for 
the mere solicitation of orders, the com- 
pany may be subjected to an income 
tax and the Interstate Income Law will 
offer it no protection. 

Factors such as these constituted the 
that, in the decisions of the 
Supreme Court, enabled the states to 
enforce their income taxes against for- 
eign corporations. 

The following states have no taxes 
assessed against net income nor meas- 
ured by net income and hence are not 
directly affected by these decisions: 


“nexus” 


Florida New Hampshire 
Illinois Ohio 

Indiana South Dakota 
Maine Texas 

Michigan Washington 
Nebraska West Virginia 
Nevada Wyoming 


However, four of these states (Indiana, 
Michigan, Washington, and West Vir- 
ginia) tax gross receipts or gross income 
rather than net income, and Michigan 
allows certains costs as deductions from 
gross receipts. 

Six states assess franchise taxes on the 


privilege of doing business based on or 
measured by net income: 


Connecticut New York 
Massachusetts Pennsylvania 
Montana Vermont 


In addition, Pennsylvania enacted a 
property tax measured by income, which 
was held unconstitutional when ap. 
plied to income earned exclusively in 
interstate commerce (Eastman Kodak 
Co., 385 Pa. 607; U. S. Supreme Court 


denied certiorari). The tax laws of these} 


six states are governed by the Spector 
Motor Service v. O’Connor case, where 
the U. S. Supreme Court held that a 
state may not tax the privilege of en- 
gaging exclusively in interstate com- 
merce (340 U.S. 602). 

The other 30 states and the District 
of Columbia have statutes providing for 
a tax or excise on net income. Calli- 
fornia, Minnesota, Oregon, Tennessee, 
and Utah each impose a tax on net in- 
come assessed where the corporation 
is not subject to franchise or excise tax 
based on net income. The District of 
Columbia has a franchise tax for the 
privilege of doing business but not sub- 
ject to the constitutional restriction. 
And New Jersey has a so-called franchise 
tax based on income and net worth, 
which, according to regulations issued 
by the New Jersey Corporation Tax 
Bureau, is applicable to corporations 
whose business is wholly or partly in 
interstate commerce; proper character 
ization as “privilege” tax or direct in- 
come tax has not been determined by 
the courts. 

Many cities as well as states are en- 
tering this field and taxing net income 
and are adding to the confusion as well 
as the compliance costs. 

In view of all of the foregoing, it is 
incumbent upon accountants to review 
the physical situation of a company’s 
properties and places of business and 
the activities of its employees through- 
out the country in order to ferret out 
possible liabilities not already provided 
for. If accountants discover any ma 
terial amount of tax liability not pro 
vided for, they should not only insist 
on recording the accrual, but, in the 
author’s opinion, they should also en- 
deavor to assist their clients io comply 
with the various state laws. 


Sales allocation 


This leads to the problem of tax- 


payers’ compliance. There is no uni- 
formity among the taxing jurisdictions. 
Each has its own method of allocation, 
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its own definition of net income and 
its own definition of sales. Thére are 
several different ways of determining 
sales are allocated to the state. 
Many of the states use the “destination” 
test. In other words, the taxpayer should 
be able to determine the dollar volume 
of sales of goods that were shipped into 
a particular city or state. Other states 
use the so-called “by, through, or from 
an office in the state” test, and those 
states usually attribute sales to the ac- 
tivity of an employee attached to an 
office in their state. Pennsylvania is a 
good example of a state using the “by, 
through, or from” method. If the tax- 
payer has an office in Philadelphia and 
the employees attached to that office 
service southern New Jersey, Delaware, 
ind the eastern part of the state of 
Maryland, the sales attributable to the 
employees who solicit in these areas 
would all be assigned to Pennsylvania 
because the empioyees were attached to 
the sales office located in Pennsylvania. 

In addition to the sales difficulties, 
there is a question of what salaries or 
commissions will have to be allocated 
to the state. The general rule is that 
the salaries and commissions paid to em- 


what 


ployees for the services rendered in the 
are assigned to that state, except 
n the case of a “by, through, or from” 


state 


state, such as Pennsylvania, where the 
the salaries and 
wages of all employees attached to the 
office located in the state. Either method 
of allocation may differ from that re- 
quired by the Unemployment Insurance 


state would include 


rules. 

California presents another difficulty 
in that the “sales activities” within the 
state are the important factor. All sales 
that are a result of activity within the 
state of California must be attributed 
to California. This is really difficult be- 
cause sales activity is something elusive; 

is not reduced to writing and not 
recorded on the books in the same man- 
ner as are “cash” and “accounts re- 
ceivable.” Therefore, the tax examiners 
come up with all sorts of techniques to 
rive at an answer, one of which in- 
cludes the review of the traveling ex- 
pense accounts of the 
Whenever a 


salesmen and 


officers. salesman or an 
oficer of the company spends time in 
the state of California, the California 
auditors may attempt to find out what 
sales were delivered to the customers in 
the particular area such employees 
visited and the auditors would claim 


that these sales were attributable to 


the employee’s activities in California. 
This affects the payroll factor as well 
as the sales factor, as the compensation 
paid for the working days of the travel- 
ing employee in California is allocated 
to the state. 

In order to obtain the data required 
for the various states’ apportionment 
factors, it is essential that certain sup- 
plementary records be maintained. Sales 
should be analyzed so that the taxpayer 
can determine the dollar volume for 
each state, divided as to how much was 
shipped from a point in the state to a 
destination within the state (intrastate 
sales), the amount shipped from goods 
held in the state to destinations outside 
of the state, the amounts shipped from 
points outside the state to destinations 
within the state, and a separate cate- 
gory for export items. 

The above analysis should be made 
for each state and also for certain cities 
where these factors are required in con- 
nection with various taxes: cities such 
as New York and Philadelphia and the 
many cities in Ohio that have imposed 
income or gross receipts taxes. 

In addition to the analysis of sales as 
indicated above, there is another analy- 
sis that has to be made for the purpose 
of satisfying the states of Pennsylvania, 
Maryland, and the other “by, through, 
or from”’ states. The taxpayer should be 
able to determine the dollar volume of 
sales that were attributable to the em- 
ployees attached to or working out of 
the sales offices in these states. 


Property records 

The taxpayer should also keep a com- 
plete control on consigned stock sales. 
If goods are delivered from New York 
consigned goods, no matter where the 
order is received or accepted and no 
matter whether the company has a place 
of business in the state of New York or 
not, the delivery of the consigned goods 
from the New York consignee makes the 
sale a New York sale for purpose of 
the New York State Franchise Tax. 

Taxpayers should, of course, keep 
records of property by states. Property 
by states must be kept in several differ- 
ent ways to satisfy the various taxing 
jurisdictions. Pennsylvania wants the 
actual value of the property; California 
insists on using the tax cost basis of the 
property; New York uses fair market 
value; Connecticut insists on using book 
values; South Carolina uses original 
costs, so that some record of the proper- 
ty by states with these various values 
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[Mr. Cromwell is a manager in the na- 
tional accounting firm of Lybrand, Ross 
Bros. & Montgomery in New York. This 
article is adapted from a paper he 
wrote for the Lybrand Journal last year.| 





should be established. Some states re- 
quire rented property to be included 
in the property factor. This entails the 
listing of all tangible property rented 
and the capitalizing of the rents paid 
therefor and other related expenses. 

In addition, there is the payroll by 
states. This is needed whenever payroll 
is a factor in the appointment formula 
used by the various states. The usual 
test for payrolls in the past has been 
the Unemployment Insurance records. 
In the “by, through, and from” states, 
the payroll is allocated based on com- 
pensation paid to employees attached to 
or working out of the offices within these 
States. 

Many corporations are leasing machin- 
ery and equipment and charging rental 
therefor. These taxpayers are required 
to keep accurate records of the location 
of the leased equipment, the amount of 
rents they receive, and the sales tax 
that they collect in connection with 
such rents. Rented equipment in the 
income tax state renders the corpora- 
tion subject to the income tax and re- 
quires it to report the gross amount of 
rents as well as determining the net 
income subject to that state. 
These companies are also required in 
many states either to collect sales and 
use taxes or to pay them, depending 
upon the particular laws of the state 
involved. usually small 
amounts, and it is a terrific job to keep 
control of each small asset when keep- 
ing the books of a multi-million dollar 
concern, but the law requires that this 
be done. bona fide effort is 
made to meet all these requirements, 
the officers of the company may be sub- 
jected to severe penalties or criticism, 
which may adversely affect their business 
interests. 


tax in 


These are 


Unless a 


Enforcement campaigns 


Some of the states imposing income 
taxes directly affected by these decisions 
are going to prosecute their tax claims 
against corporations to the “nth” degree. 
At least one state has already hired a 
small group of auditors, who are com- 
piling a list of corporations from tele- 
phone and business directories and 
bulletin boards in the various business 
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buildings, and are even combing the 
newspapers and magazines for various 
locations within the state where cor- 
porations are atempting to sell or con- 
tact customers for the purpose of ob- 
taining business. The corporations in- 
cluded in this completed compilation 
will be compared with the list of cor- 
porations presently filing tax returns. 
Those corporations that have not filed 
will be formally notified to prepare and 
file returns without delay. A somewhat 
similar procedure was undertaken in 
another state to detect corporations 
failing to file income tax returns. From 
Unemployment Insurance 
list was compiled of corporations pay- 
ing unemployment insurance but filing 
no state income tax returns. The state 
then wrote each missing taxpayer and 
asked it to file income tax returns. 

Various states are considering apply- 
ing these Supreme Court decisions retro- 
actively to collect tax for all past years 
during which the corporations were do- 
ing business in the state and for which 
years these corporations had not filed 
state tax returns. In many states when 
there is no tax return filed there is no 
statute of limitations. 

Reciprocal tax collection statutes have 
been enacted in 26 states. Under these 
Statutes, a state after assessing a tax 
against a corporation may proceed to 
sue the corporation in the courts of a 
sister state. A judgment obtained in this 
manner could be enforceable against all 
the property of the corporation in the 
sister state. This comity among states 
for the enforcement of taxes is growing 
and will probably cover the entire 50 
states before long. 


records, a 


In addition to the comity among 
states for collection of taxes, the Federal 
Government and the various states and 
the states among themselves have pro- 
moted procedures for the interchange 
of information relating to the respective 
taxpayers and their tax returns, afford- 
ing any state an opportunity to obtain 
sufficient data to make a prima-facie 
valid assessment even where 
trary assessment would be invalid. 


an arbi- 


Why is the property tax 
in general disrepute? 


THE HEYDAY OF THE PROPERTY TAX aS a 
prime revenue source has passed, yield- 
ing its dubious honor to the income tax, 
with retail sales taxes close behind. 
From a high of 73% of all state and 
local revenues in 1932, property taxes 
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have dropped to 44% currently. Why? 
Largely because the states have taken 
over from local governments the ex- 
pensive functions of highways, welfare, 
and education, and the states prefer in- 
come or excise taxation to property 
taxation. 

Ronald B. Welch of the California 
State Board of Equalization observes 
that despite improved administration the 
property tax still suffers from a poor 
reputation. Writing for the Assessors’ 
News-Letter, Vol. 26, No. 5, he says in 
“Salvaging the Property Tax” that prop- 
erty has not really been overtaxed but 
has acquired this reputation from in- 
equities, “especially when imposed at the 
state level with the traditionally ineffec- 
tive state equalization” between counties. 
Mr. Welch would like to improve the 
popularity of the property tax and be- 
lieves that it can be done if a greater 
degree of equity in administration is 
achieved. He suggests the following 
criteria for judging the progressiveness 
of the assessors’ office: 

1. Is the assessor’s office equipped with 
accurate assessment maps of convenient 
size and scale? 

2. Is each land parcel identified by a 
parcel number that remains with the 
parcel as long as the boundaries are un- 
changed and is permanently retired 
from use when boundaries do change? 

3. Does the assessor’s office have a 
record of the physical characteristics of 
all improvements of any consequence? 

4. Are current, or at least fairly re- 
cent, building cost factors used with 
which to estimate the replacement costs 
of improvements? 

5. Is depreciation allowed at fairly 
frequent intervals? 

6. Is recognition given to the fact 
that improved properties may be, and 
often are, worth less than their replace- 
ment costs less depreciation? 

7. Are appraisal records kept in terms 
of full market value rather than in 
terms of assessed value? 

“There is not a state in the Union 
(unless it be Alaska, with whose practice 
I am unfamiliar) in which assessed 
values are anywhere near full value or 
even anywhere near the statutory frac- 
tions of full value that serve as the statu- 
tory standards in some states. Assessors 
are subject to an understandable tempta- 
tion to keep appraisal records in terms 
of assessed values rather than appraised 
values when they are not observing the 
statutory injunctions under which they 
operate. Perhaps they are not to be 


blamed for doing so. All I can say is tha 
the likelihood of good assessing is no 
enhanced by the practice. This observa 
tion is especially apt when the relation. 
ship between assessed value and full 
value at the time of appraisal is so wel! 
concealed that not even the incumben; 
assessor carries the key to the mystery, 

“A few assessors, in jurisdictions using 
punch cards for roll writing, pund, 
appraised values in their cards so that 
they can easily write their rolls at an 
desired fraction thereof. I heartily en. 
dorse this practice.” 

8. Are taxpayers informed of the ap. 
proximate relationship between assessed 
values and full market values? 

“This is closely related to the las 
question; both questions will often elicit 
the same answer. From time immem- 
orial, property taxpayers have been 
lulled into complacency by mistaken 
notions of the prevalent relationship be- 
tween assessed values and market values. 
Knowing that their own properties are 
assessed at less than the Jaw prescribes, 
they have kept quiet for the same rea 
son that they let sleeping dogs lie. Thi 
has made it impossible for taxpayers to 
‘audit’ their own assessments and help 
the assessor in his effort to equalize his 
roll. My misgivings arise from the fact 
that we are living in an inflationary 
economy and era of booming land 
values. Under these circumstances, an ap 
praised value abreast of the market toda) 
may be well below the market a yea 
from today and far below it four years 
hence. Thus, even if the assessor’s ap 
praisals are at full market value when 
they are made (and it is expecting a lot 
of an assessor to appraise this high), a 
cross section of his appraised values will 
contain some which are below market 
value unless he has reappraised his whole 
jurisdiction in the last few weeks or 
months. So, a precisely calculated aver- 
age assessment level will be below the 
percentage of appraised value at which 
the assessor’s appraisal records indicate 
he is assessing. The pressures to which 
wide publication of such an assessment 
level finding will subject the assessor 
may be so great that a continually fall- 
ing level is to be anticipated.” 

9. Does the assessor keep records of 
real property sales prices? 

10. Does the assessment jurisdiction 
accept the concept of a continuing ap 
praisal cycle that results in the review 
of all appraisals over a relatively shor 
span of years? 

11. Is taxpayer required to report 
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costs Of business personal property and 
fixtures? 

12. Does the assessor have an audit 

program with which to enforce proper 
eporting of costs of business personal 
property and fixtures? 
13. Is punch card equipment used to 
write the roll, compute and extend the 
taxes, write the tax bills, account for 
tax collections, and identify delinquen- 
ies? 

14. Are taxes payable in easy install- 
ments? 

15. Does the public understand the 
property taxing process? 


Clearing up the mystery 
“Unfortunately, property taxes are a 
mystery to most of our citizens—even 
nany of our most intelligent ones. They 
do not know how assessed values are 
arrived at, so they test the equity of 
their current assessed value by compar- 





Stassen liable for Philadelphia income 
lax on earnings during “temporary” 
When Harold Stassen lived 
broad and in various parts of the 
United States under Federal appoint- 
nents (he was a special advisor to Presi- 
lent Eisenhower some time ago) he con- 
tinued to vote in Philadelphia and gave 
his last Philadelphia address as his per- 


absences. 


manent address for some purposes. The 
city assessed Philadelphia income tax on 
iis earnings while temporarily out of 
he city. The Review Board upholds the 
ssessment on the ground that he had 
his Philadelphia domicile, and 
domicile is enough to support the earn- 
ngs tax. Stassen, Philadelphia Tax Rev. 
Bd. 7/14/60. 


kept 


Tax on trucker based on miles in state 
on interstate business upheld. The 
Oregon corporation excise tax is based 
m income allocated to the state. Tax- 
ayer was a trucker engaged in both 
nterstate and intrastate commerce. The 
fax Commissioner allocated its income 
yy a formula using the ratio of total 
nileage in Oregon (total in both inter- 
state and intrastate commerce) to total 
nileage. Taxpayer wanted to use the 
fraction ratio of Oregon miles in intra- 
state business to total miles. The court 
method con- 
titutional. It quotes with approval the 
pinion of the U. S. Supreme Court 
in Spector (340 U. S. 602) that a state 


inds the Commissioner’s 


New state & local decisions 


ing it with the prior assessed value, 
whereas the comparison must be with 
the market value of the property if it 
is to have any meaning at all. They do 
not know when or how to apply to the 
local board of review or equalization 
for a revision of their assessed values. 
They do not understand how the tax 
rates are set, with the result that budget 
hearings appear almost to be boycotted, 
and assessors are blamed for every in- 
crease in tax bills. 

“Some of the mystery that shrouds the 
property tax has been fostered by public 
officials who do not care to have their 
work closely scrutinized. Some of it re- 
sults from the neglect of the newspapers 
and civic bodies to provide the public 
with an educational program in the 
field. Some of it is simply the result of 
public apathy. The cause of good tax 
administration will be advanced, not 
retarded, by an informed citizenry.” 


may compute the tax by applying the 
rate to a fair proportion of the tax- 
payer’s business done within the state, 
including both interstate commerce and 
intrastate commerce. Oregon-Neveda- 
California Fast Freight, Inc., Sp. Ct. 
Ore., 6/15/90. 


Minnesota court allows credit for pre- 
viously paid capital stock tax on re- 
storing cut, despite long administrative 
practice contra. Taxpayer here had au- 
thorized capital stock of $225 million, 
on which the Minnesota tax on author- 
ized capital had been paid. Thereafter, 
the authorized capital was reduced to 
$175 million. Upon application to in- 
the authorized stock to $212.5 
million, Minnesota insisted on payment 
of $37,000 tax, $1 per $1,000 on the in- 
crease over $175 million. Taxpayer ar- 
gued that no additional tax was due 
because it had already paid a tax on 
the full $225 million once authorized. 
The court concurs. The statute itself is 
ambiguous, but taxpayer’s position is 
that adopted in most states and would 
provide a more reasonable rule than the 
position argued for by the state. The 
fact that every secretary of state since 
1889 had taxed the full increase despite 
prior higher capitalizations is of little 
weight, the court says, because in all but 
one case the amounts of tax were trivial. 
Northern States Power Co., Sp. Ct. 
Minn., 5/13/60. 


crease 
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_ NEW DEVELOPMENTS IN 


ayroll taxes 





Recent changes in U. I. 
benefits affect the following: 
Wyoming 

In accordance with the Wyoming Em- 
ployment Security Law provisions where- 
by the maximum weekly unemployment 
benefit is to be determined 
annually, the new maximum has been 


insurance 


set at $47 weekly. This maximum is ap- 
plicable to the period July 1, 1960, 
through June 30, 1961. The previous 
maximum weekly benefit was $44. 

The new $47 benefit represents 55% 
of the average weekly wages of all 
workers insured under the Wyoming 


ve 


law for the calendar year 1959. 


Colorado 


The maximum weekly unemployment 
insurance benefit payable to individuals 
in the state of Colorado has been de- 
termined to be $43. This maximum is 
applicable to the six-month period be- 
ginning July 1, 1960. The previous maxi- 
mum was also $43 weekly. 

The new maximum weekly benefit 
represents one-half of the average week- 
ly earnings of selected Colorado indus- 
tries as published by the U. S. Bureau 
of Labor Statistics. w 


California 

The Miller-Collier Act which was en- 
acted in California in 1959 made pro- 
vision for extending the duration of un- 
employment insurance benefits when 
Califoria unemployment equals or ex- 
ceeds 6% of the covered work force. On 
April 6, 1960, the California Department 
of Employment indicated that a sufh- 
cient number of workers were unem- 
ployed during the period January-March 


of 1960 to bring into effect the Miller- 


Collier extended provisions. A majority 
of the unemployed individuals who 
qualify for the extended benefits will 


receive unemployment benefits for an 
additional 13 weeks. 

The Department of Employment has 
stated that the extended unemployment 
insurance benefit program would apply 
to the following persons: “(1) Those who 
have exhausted their regular benefits 


since January 1, 1960, or who exhaust 
them between April 1 and June 30, 
1960, either because their benefit years 
expired or because they drew all of the 
benefits to which they were entitled on 
their regular claims. (2) Persons who 
drew all of the benefits to which they 
were entitled on their regular claims 
prior to January 1, 1960, but whose 52- 
week benefit years have not expired (in 
other words, who used up their mone- 
tary awards before January 1 but have 
not yet used up the one-year lives of 
their claims). 

“Persons who meet the eligibility re- 
quirements for an extended duration 
claim before the June 30, 1960, dead- 
line for filing such a claim may draw on 
that extended duration claim, if they 
remain unemployed and otherwise 
eligible, through September 30, 1960. 
In no case, however, may a claimant 
draw more than half the number of 
weeks of his last regular claim.” 


New York 


Effective with benefit years beginning 
on or after July 4, 1960, unemployed 
New York State will be 
eligible to draw a maximum of $50 in 


persons in 


weekly unemployment benefits. The 
present maximum of $45 remains in 
effect on unemployment insurance 


claims filed prior to July 4. 

A new re-employment test has been 
written the New York State Un- 
employment Law in connection with 
individuals who voluntarily leave their 
jobs without good cause, who are dis- 
charged for misconduct in connection 
with their employment or who quit their 
jobs to get married or leave their jobs 
to join their spouse in a new locality. 
The re-employment test applies to in- 
dividuals who unreasonably refuse an 
offer of suitable work. Rather than a 
flat disqualification for a period of six 
weeks, effective May 16 individuals in 
the above categories are disqualified 
from receiving unemployment benefits 
until they secure new employment and 
work at least three days in each of four 
weeks or earn wages of $200. 

Also effective May 16 individuals who 


into 


are convicted of a felony in connection 
with their employment or who sign a 
confession admitting a felonious act are 
suspended from receiving unemploy- 


" ment insurance benefits for a period of 


12 months. 

Effective April 25, employers in New 
York State were no longer required to 
post deposits of $10 or $25 when re. 
questing hearings before a Referee or 
the Unemployment Insurance Appeal 
Board. * 


Rhode Island 


The Rhode Island Unemployment In- 
surance Law was amended effective May 
10, 1960, to provide for an increase from 
$2 to $3 in dependency allowances and 
to permit such allowances to be paid for 
dependent children over 15 years of age 
if they are mentally or physically incap- 
able of earning wages. The maximum 
weekly dependency allowance payable to 
a claimant has been increased to $12 as 
compared to $8, the previous maximum. 


Montana 


Effective April 1, 1960, a uniform rate 
of 2.7% is assigned to all employers in 
the State of Montana for unemployment 
contribution purposes. Because the Mon- 
tana fund had fallen below the $28 mil- 
lion level, it was necessary to abandon 
reduced contribution rates. The 2.7% 
rate will remain in effect until the level 
of the fund reaches $32 million. 


Utah 


In accordance with the escalator type 
of system for determining the maximum 
weekly unemployment insurance benefit 
amount in the State of Utah, a $42 
maximum weekly benefit has been set 
applicable to benefit years beginning 
after July 3, 1960. This $42 maximum 
weekly benefit amount is based upon 
average weekly wages of $83.254 per 
insured worker under the Utah Unem- 
ployment Law. The previous weekly 
maximum was $40. % 


Vermont 


The Vermont Employment Security 
Commission announced that the maxi- 
mum weekly unemployment benefit for 
the period July 1, 1960, through June 
30, 1961, will be $37. This benefit figure 
is based on total wages reported in 
1959 amountitng to $281.5 million and 
total covered employment of 855,470 re. 
sulting in an average weekly wage of 
$75.94. The previous maximum weekly 
benefits was $36. ¥ 
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Is the present depreciation policy 


encouraging the growth of slums? 


‘A pera OF SUBSTANDARD rental 
properties is financially more at- 
tractive under our current tax system 
than the construction and operation of 
new units. This is a major cause of the 
slums, Professor 
\rthur D. Sporn in a recent Columbia 
Law Review article.’ That the tax law 
is a significant factor in this concededly 

situation denied by 
Blum and Dunham of the 
University of Chicago in a critique? of 


persistence of says 


bad_ social was 


Professors 


Professor Sporn’s analysis and his pro- 
posed remedies. But Professor Sporn 
does not agree. Tax men interested in 
these problems will find in this con- 
troversy much food for thought. We re- 
port here only the main outlines of the 
igument, beginning with a brief sum- 
mary of Professor Sporn’s position. 
Che primary reason for the financial 
attractiveness of substandard rental 
that the Code 
makes no special provision for the de- 
preciation of rental housing. The 
amount of the deduction for rental, as 
for other property, is determined by the 
owner’s basis, the useful life of the prop- 
erty to him, and the accounting method 
he selects. Newly constructed units may, 
since 1954, use accelerated depreciation. 
However, even before the enactment of 
the 1954 Code the Treasury had ap- 
proved the declining-balance method at 
a starting rate not exceeding 150% of 
the straight-line rate, provided the re- 
reasonable allowance. Rev. 
Rul. 57-352 now allows this method for 
all property acquired prior to 1954 and 
for used property acquired thereafter. 
Thus the purchaser of old housing can 


property he says, is 


sult was a 


‘“Some Contributions of the Income Tax Law to 
the Growth and Prevalence of Slums,” Columbia 
Law Review, Vol. 59, No. 7, pp. 1026-1063. 
*“Income Tax Law and Slums: Some Further Re- 
flections,”’ Columbia Law Review, Vol. 60, No. 4, 
pp. 447-453. 

‘“Slums and the Income Tax: A Brief Rejoinder,” 
Columbia Law Review, Vol. 60, No. 4, pp. 454-457. 


now use the 150% declining-balance 
method; the builder of new housing may 
choose among the various types of ac- 
celerated depreciation set forth in the 


Code. 


Incentive to milk and sell 


The practical effect of the deprecia- 
tion deduction is that the taxpayer's ad- 
justed basis soon falls below the sales 
value of the property. The gain on re- 
sale will of course be capital. The land- 
lord has little incentive to spend money 
on improvements. The better they are, 
the longer is the remaining life of the 
building, over which they must be amor- 
tized. On the contrary, it is more profit- 
able for him to spend a minimum on 
maintenance and sell the property 
rather quickly, taking his capital gain 
and investing in another old house. 
Thus the greater the difference between 
economic value and basis, the greater 
the inducement to sell. Sanctioning ac- 
celerated depreciation methods has in- 
creased the incentive for quick turnover, 
which in turn leads to milking the prop- 
erty rather than conserving it for long- 
term earnings. 


New housing discouraged 


The solution to the slum problem re- 
quires a steady supply of new housing 
units as well as conservation of existing 
properties, Professor Sporn emphasizes. 
Some inducement must be held out to 
investors to overcome their natural tend- 
ency to buy rather than build at today’s 
high costs. New rental housing has been 
given tax encouragement by accelerated 
depreciation, together with the deduc- 
tion for interest under FHA-insured 
mortgage-financing. There is rarely any 
taxable income in the first few years of 
new rental units, and for this reason it is 
unlikely that further liberalization of 
the depreciation provisions would in- 
duce more apartment construction. 
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Commenting on the problem of bal- 
ancing the tax advantages of owning 
new or used housing, Professor Sporn 
says: 

“While the present depreciation rules 
may in effect place new and used hous- 
ing about on a par as to the rapidity 
with which they permit the write-off of 
capital, attention should be called to re- 
cent legislative efforts to extend accele- 
rated depreciation to used assets, which, 
if made applicable to housing, would tip 
the balance decisively in favor of used 
facilities. Under a bill introduced by 
Senator Sparkman in the last session of 
Congress, the present acceleration meth- 
ods of Section 167(b) would have been 
made available to all used property ac- 
quired after December 31, 1958, up to 
a maximum of $50,000 acquired in any 
one year or $250,000 in any five years. 
As applied to the rental housing indus- 
try, a provision such as this could not 
help but have the most deleterious con- 
sequences. On one hand it would in- 
crease the encouragement that it is be- 
lieved the present depreciation provi- 
sions already offer to writing property 
off and turning it over as rapidly as 
possible, a procedure inimical to proper 
maintenance and care of the property 
during operation; and on the other 
hand, it would strengthen the position 
of used housing in its competition with 
new as an outlet for investor capital.” 


Shortge of building sites 


Another aspect of the tax system is 
the way in which it intensifies the com- 
petition between old and new apart- 
ments for existing sites, which in turn 
raises over-all development costs. When 
new sites are scarce and expensive, as in 
today’s market, an investor has to con- 
sider buying an old site for redevelop- 
ment, but inasmuch as the existing slums 
can be operated profitably, sites are for 
sale only at exorbitant prices. It is a fact 
that site costs have risen since 1947 ata 
significantly faster rate than construction 
costs. 


Special taxes for housing? 


The housing field is unique among 
consumer products and therefore justi- 
fies special tax treatment, Professor 
Sporn suggests. Even from the investor's 
point of view the present depreciation 
provisions have failed to perform the 
economic function they do elsewhere, 
namely to accumulate funds for replace- 
ment of assets over their service life. 
The depreciation allowances permitted 
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under the current Regulations so sub- 
stantially overstate the amount of actual 
deterioration that capital recovered 
through such allowances need not be 
put into replacement to assure continu- 
ing profits. 

Depreciation allowances for rental 
housing might be modified as follows to 
encourage replacement: 

1. Useful life should be determined 
by the nature of the construction, with 


no premium for running down the 
property. 

2. The 150% declining-balance de- 
preciation, under Rev. Rul. 57-352, 


should not be available to any but the 
person who first puts the facilities on 
the housing market. 

3. The expenses of demolition and 
clearance, now added to nondepreciable 
site costs, should be treated as a depre- 
ciable cost of new improvements, or per- 
haps the developer should be permitted 
to write off such expenses currently. 

“In short the law should be changed 
to limit the total depreciation recover- 
able from a rental housing property to 
its original construction cost plus 
amounts expended thereafter for perm- 
anent improvements,” 
“This that a 
subsequent purchaser’s depreciation base 


Professor Sporn 
concludes. would mean 
would be determined not by his own 
purchase price, but by the amount of 
such original construction and any sub- 
sequent improvement expenditures, de- 
creased by the total amount previously 
recovered through depreciation deduc- 
tions taken by all previous owners. Such 
a change should have a highly salutary 
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effect on the present owners of rental 
housing; by bringing home to them the 
realization that the problem of making 
provision for their property’s replace- 
ment out of its earnings could not be 
relegated to the indefinite future, and 
to the concern of subsequent owners, it 
should spur them to give real effect to 
the depreciation reserves accumulating 
on their books.” 


Blum and Dunham dissent 


Professors Blum and Dunham concede 
that this proposed limitation on total 
depreciation might dampen investment 
in old structures, but they say it does 
not necessarily follow that the money 
will be invested in new housing; it 
might find its way into other types of in- 
vestments. Professor Sporn answers that 
he recognizes this possibility, but if ex- 
ploitation of property in antisocial 
fashion is what attracts investors, some 
other means of attraction be 
found. And this seems to be the crux of 
the difference in viewpoints toward tax 
laws. Whereas Professor Sporn insists 
that social ends must be considered, his 
critics maintain that our income tax laws 
should be based on personal economic 
experience of the taxpayer with the asset, 
not on the economic life of the particu- 
lar asset. Where Professor Sporn would 
alter the tax laws so that slums could 
not be profitable (the social end justi- 
fying the means), Professors Blum and 
Dunham would go no further than to 
conform depreciation schedules more 
closely to expected economic lives of 
the buildings. wv 


must 


Maybe a deduction for taxpayer who has no 


available loopholes isn’t such a bad idea 


a MANUSCRIPT has found its way 
into our hands, apparently written 
by a Professor Strebor* of the Univer- 
sity of Cambodia, which proposes an 
ingenious tax reduction method for tax- 
payers who aren’t able to avail them- 
selves of percentage depletion, accele- 
rated depreciation, stock options, de- 
ferred compensation, exempt interest, 


* We can find no one who will admit having writ- 
ten it. Our only clue is that Professor Strebor’s 
name spelled backwards reads “‘Roberts’’; Sidney 
Roberts, one of the editors of this journal, being 
the bright and creative thinker he is, we offer the 
suspicion that he may have something to do with 
it. Anyway, Strebor or Roberts, the idea is very 
interesting. 


old age, capital gains, sickness, or any 
of the other devices that many taxpayers 
use to keep their taxes lower than those 
paid by the unfortunate taxpayers who 
have no such loopholes. (The word loop- 
hole is used here to mean special privi- 
leges, not necessarily illegal.) Here is 
what Professor Strebor says: 

“We start with recognition of a basic 
law [hereinafter called ‘Strebor’s First 
Law of Taxation’], which says ‘A Tax 
Benefit Once Conferred Can Never Be 
Withdrawn.’ This is a plan for tax re- 
form within the framework of the law. 

Professor Strebor’s plan calls for a 
“Strebor Allowance” to every taxpayer, 


at some rate to be determined from time 
to time. 

“Assume that the Strebor Plan is 
adopted when the revenue can stand a 
10% reduction in taxes. This would 
nomally be called an ‘across the board’ 
credit equal to 10% of the amount due, 
Not so under the Strebor Plan. Under 
the Strebor Plan every taxpayer is 
allowed a ‘Strebor Deduction,’ in addi. 
tion to all other deductions to which he 
is otherwise entitled, equal to 10% of 
his ‘gross income.’ Congressmen may, 
with all propriety, explain this to their 
constituents in various ways. Some may 
feel that they voted for it because it 
represents an allowance for ‘depletion 
of human resources,’ endearing them- 
selves to the labor faction, junior execu- 
tives (a numerically larger group than 
one would suppose if one looked solely 
at salary scales and keys to the private 
washrooms), and entertainers. Others 
may merely feel that the deduction is 
to encourage ambition, to give incentive 
by allowing an additional 10% free of 
any sharing by Uncle Sam. Others may 
feel (and so advise their constituents) 
that this represents a 10% accumulation 
for old age and retirement, making un- 
necessary the Keogh-Jenkins bill. 


Underprivileged taxpayers 

“Still others may state to their con- 
stituents that, for the reasons set forth 
below, this deduction is for ‘the under- 
privileged taxpayers,’ for the amount 
allowable a deduction under the 
Strebor Plan is reduced (but not below 
zero) by the amount of any other de- 
duction or allowance that Congress 
should decide was a comparable privilege 
already granted. For example, if Con- 
gress so decided, the Strebor Deduction 
would be reduced by the amount of state 
and municipal interest excluded from 
the taxpayer’s income. This would not 
violate Strebor’s First Law of Taxation, 
for the exemption of state interest 
would not be withdrawn, it would mere- 
ly serve to reduce the 10% Strebor 
Deduction. 


as 


“Similarly, Congress could decide that 
the excess of percentage depletion over 
cost depletion would likewise serve to 
reduce the Strebor Deduction. (As the 
revenues permit, the Strebor Deduction 
could be increased. When it reached 
2714%, there would be little room for 
the current controversy over whether 
percentage depletion was a privilege.) 

“Before it be suggested that this is a 
radical innovation, let me point out that 
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a comparable provision appeared in Sec- 
tion 122 of the Internal Revenue Law 
1939. There, the net operating losses 
wailable as a carryover or carryback 
were reduced, inter alia, by exempt in- 
terest and the excess of percentage de- 
pletion over cost depletion. 
“It is not my function to suggest which 
ff the existing favored treatments should 
the Strebor Deduction; 
should eschew 


a visitor 
internecine warfare; the 
wo mentioned above used as 
llustrations merely because they hap- 
ened to appear in the 1939 Code. 
‘One final suggestion: The Strebor 
Deduction enacted imme- 


reduce 


were 


should be 





Tank settlings are not subject to the 
depletion allowance. Taxpayer entered 
ito contracts whereby he would clear 

tanks of oil operators for the tank 
ttlings. Taxpayer would then haul the 
ipure oil to processing plants owned 
id operated by 
eatment, 


him and, through 
reclaim the crude oil and sell 
purified crude to pipeline compan- 
s. The trial court ruled that the tax- 
yer had no depletable interest in the 
This affirms, reasoning that 
exchange of tank-cleaning services 
the tank settlings did not give the 
the 
place because he had no capital 


court 


xpayer an economic interest in 


rather 
CA-10, 


nvestment and was a processer 


an a Shoemake, 


60. 


producer. 


lssignment of oil interest gives rise to 
wdinary income. Taxpayer, an oil and 
1S Operator, was in need of money. He 
a 99%, interest of his 75% in- 
rest in certain oil and gas leases. The 
ssignee pledged the interest so received 
» a bank, thereby raising $447,500 in 
sh, it then advanced to tax- 
ayer. The assigned interest was to re- 
rt to taxpayer so soon as the assignee 
id earned enough to pay off the 
ith interest. Citing P. G. Lake, 
56 U.S. 20), the Tax Court rules that 
€ payment to taxpayer was ordinary 
ncome, subject to depletion rather than 
ipital gain. 
ent 


ssioned 


which 


loan 
Ine. 


It was merely an assign- 
of future income. Dyer, 34 TC 
No. 51. 

Depletion must be computed separately 


for each of 12 quarries. A partnership 





New decisions affecting special industries 


diately, even if it amounts to only 1/10 
of 1% of gross income. Then the per- 
centage should be increased as the needs 
for revenue permit, bearing in mind 
that the initial token deduction, as well 
as every increase, will be less burdensome 
to the extent that the largest number of 
special preferences are offset against the 
deduction. For example, although the 
statistics are not available to me, I feel 
sure that, if all the items considered to 
be special privileges in the recent Hear- 
ings were offset against the Strebor De- 
duction, the revenue loss from a Strebor 
Deduction of 1/10 of 1% of gross in- 
come would be minuscular.” w 


owned and operated 12 sand, rock, and 
gravel quarries, which were geographi- 
cally separated by distances of up to 225 
miles. Insofar as possible, all were op- 
Ac- 
taxpayer computed depletion 


erated as part of a single business. 
cordingly, 
as a percentage of the combined gross 
sales of all the quarries. The Tax Court, 
citing the Regulations and cases, rules 
that percentage depletion must be com- 
puted separately for each quarry, since 
the quarries were widely separated geo- 
graphically and were acquired inde- 
pendently and at separate times. The 
court’s decision resulted in a reduction 
of the total depletion deduction, since 
the depletion deduction of each prop- 
erty is limited to 50% of its net income. 
James Bryan Estate, 34 TC No. 49. 


Mineral held quartzite, not sand. The 
question was whether certain minerals 
should be classified as quartzite (deplet- 
able at 15%) or sand (depletable at 5%). 
The district court, relying particularly 
on the publications of the state, which 
described the mineral deposits in ques- 
tion as quartzite, held that taxpayer is 
entitled to the 15% rate. On appeal, the 
Commissioner contended that since the 
minerals were mined in fragments the 
size of gravel, the 5% rate used for 
gravel applies. This court affirms the 
lower court. Congress intended the more 
specific classification, according to the 
nature and quality of the material, to 
govern rather than a general term like 
gravel, which is descriptive only of the 
size of the fragments into which it is 
broken. W. R. Bonsal Co., CA-4, 5/31/ 
60. 
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Unsurpassed authority . 


Hi Montgomery’s 
FEDERAL TAXES 


Edited by PHILIP BARDES, CPA; JAMES J. 
MAHON, Jr., CPA; JOHN McCULLOUGH 
CPA; and MARK E. RICHARDSON, CPA 
Partners, Lybrand, Ross Bros. & Montgomery 


Definitive handbook by leading ac- 
counting and tax authorities clarifies and 


interprets the full impact of federal taxes 
on business and individual taxpayers. Book crys- 
tallizes the practical meaning of the law, gives 
specific advice on questions of policy, operation, 
and planning. Citations provide quick reference 
to cases, Treasury rulings and regulations, and 
the Revenue Code. Tax planning opportunities 
show how to earn exemptions, effect long- and 
short-term savings. Tax problems growing out of 
a particular business transaction are treated in 
one place, even when diverse sections of the law 
are involved. 52 Contributing Tax Specialists. 
37th Ed., 1958. 1,409 pp. $25 


Indispensable for sound business 
planning and control . 


@ ACCOUNTANTS’ 
HANDBOOK 


RUFUS WIXON, Editor; 
WALTER G. KELL, Staff Editor 


A-to-Z guidance for all who use account- 
ing information or help prepare it. All- 
inclusive standard Handbook explains 
over-lapping accounting legal and regulatory 
factors that affect vital decisions concerning 
financial reports, executive pay plans, dividends, 
taxes, depreciation policy, and audit procedures. 
29 information- -packed sections: Financial State- 


ments. Operating Reports. Controls. Invest- 
ments. Intangible Assets. Liabilities. Paid-in 
Capital. Retained Earnings. Appropriations. 


Purchasing. Etc. Board of 28 Editors. 4th Ed., 
1956. 1,616 pp.; 407 ills., tables. $15 





Help for every cost acililien os 


@ Accountants’ 
COST HANDBOOK 


Edited by ROBERT |. DICKEY 


This widely-used Handbook supplies 
expert guidance in tackling any phase of 
cost system design, improvement, or 
operation. It offers a detailed plan of attack for 
any cost operation; brings together the tech- 
niques, programs, and policies proved most use- 
ful in controlling and reducing costs throughout 
American industry. A guide to new develop- 
ments, Handbook shows how cost accounting is 
coordinated with key management functions; 
explains new and improved methods of record- 
keeping and reporting, direct costing, break- 
even analysis, electronic data processing, ac- 
counting for return on investment, and intra- 
company transfers. Board of 22 Editors. 2nd 
Ed., 1960. 1,046 pp.; 410 ills. $15 


USE THIS COUPON TO ORDER 
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37th Ed., Bardes et al $25 
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[] Check enclosed [] Send COD 


C) Bill firm (_]) Charge my account 

Firm __ daaendieal 
JT-10 

Ordered by a 

Address 

City Zone... State__._____. 


THE RONALD PRESS COMPANY 


15 East 26th St., New York 10 











316 * The Journal of Taxation 


NEW DEVELOPMENTS IN 


Foreign aspects of taxation 


November 1960 


EDITED BY SIDNEY I. ROBERTS, LL.B., CPA, : 
JOHN COSTELLOE, LL.B., AND JOHN WILCOX, LL.B. 





Shareholders must now report 
creation of foreign subsidiary 


DETAILED FINANCIAL INFORMATION about 
any newly created foreign subsidiary 
must be filed with the IRS under the 
provisions of one of the tax laws passed 
in the short summer session of Congress. 
P.L. 86-780 not only calls for vastly more 
information than was previously re- 
quired, it also puts the responsibility for 
filing on the officers and shareholders of 
the and provides severe 
penalties for failure to comply. 


corporation 


Martin Lore, who, as editor of the tax 
procedures department of the JouRNAL 
OF TAXATION, has been following the 
of this legislation 
Congress, tells us that Congress recog- 
nized the ineffectiveness of previous re- 
porting requirements and took these 
steps to enable the IRS to get data on 
actual operations by U. S. firms through 
subsidiaries abroad. The new rules, he 


progress through 


says, are contained in a new section 6038 
(the old 6038 was renumbered 6039) and 
an amended Section 6046. Section 6038 
requires that information returns be filed 
by domestic corporations for any foreign 
corporations which they control and the 
subsidiaries of these companies), apply- 
ing a 50%-stock-ownership control test. 
Now the domestic corporation must 
furnish the Commissioner with the name, 
place of business, nature of business, and 
country of incorporation for each such 
subsidiary. Further, a statement of the 
subsidiary’s accumulated profits, deduc- 
tions, and other items entering into a 
computation of its gross income must be 
furnished, together with a balance sheet 
and a statement of any transactions 
between the foreign corporation (or 
subsidiary thereof) and any other corpo- 
ration controlled by the domestic corpo- 
ration or shareholder thereof. Subsection 
(b) provides severe sanctions for failure 
to furnish the information: Upon failure 
to comply with the section, the foreign 
tax credit is reduced by 10%. And if the 
failure continues 90 days or more after 
notice by the Commissioner to the corpo- 


ration, an additional 5% is taken from 
the credit for each three-month period 
(after the 90-day period) during which 
the failure continues. 

Section 6046 previously required every 
“attorney, accountant, fiduciary, bank, 
trust company, financial institution, or 
other person” who helped to form a 
foreign subsidiary of an American corpo- 
ration to furnish information about the 
formation within 30 days thereafter. 
However, the section provided that 
nothing in it required an attorney to 
divulge any information protected by 
the attorney-client privilege. The section 
was largely ineffective. In the words of 
the Committee report on the new bill, 
“The regulations under this section pro- 
vide that an attorney need not furnish 
any information which he has obtained 
by virtue of the attorney-client rela- 
tionship. As a result, existing section 
6046 has had little practical effect. At- 
torneys are not free to furnish informa- 
tion which is the subject of privileged 
communications, and in most cases those 
not entitled to invoke the privilege con- 
tend that they have merely given general 
advice or performed clerical services and 
therefore possess no substantive informa- 
tion.” 

Section 6046 is amended to eliminate 
the requirements for attorneys and 


others and to substitute a method of 
going directly to the source. Under the 
amendment, within 90 days after the 
formation or reorganization of a foreign 
corporation, every U. S. citizen or resi- 
dent who was an officer or director of 
the new corporation, and every “United 
States shareholder” owning 5% or more 
of the stock of the new corporation 
(and certain attribution rules apply to 
the 5% figure) must file an information 
return in such form as shall be pre- 
scribed. Subsection (c) defines a “United 
States shareholder” as including citizens 
or residents of the U. S., a domestic 
corporation or partnership, or an estate 
or trust, other than an estate or trust 
the gross income of which is derived en- 
tirely from sources within the United 
States. According to the Committee re- 
port, “This amendment eliminates from 
the section the problem resulting from 
privileged communications and _ places 
the responsibility for making returns on 
those persons who are most likely to 
have within their possession the informa- 
tion desired.” 

It should be noted that the new 6038 
contains a Subsection (a)(1)(e), which 
provides that among the information 
which the domestic corporation must file 
with respect to the organization of for- 
eign subsidiaries is a list of shareholders 
holding more than 5% of the stock of 
the new corporation. Presumably, this 
is to encourage compliance with 6046 
by guaranteeing that the names of the 
shareholders required to comply there- 
file. But the subsection 
makes no reference to any rules of at- 
tribution, nor does it require the names 
of the officers or directors of the new 
corporation, who are likewise required 
to file Section 6046 returns. 
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STATEMENT REQUIRED BY THE ACT 
OF AUGUST 24, 1912, AS AMENDED BY 
THE ACTS OF MARCH 3, 1933, JULY 2, 
1946 AND JUNE 11, 1960 (74 STAT. 208) 
SHOWING THE OWNERSHIP, MANAGE- 
MENT, AND CIRCULATION OF The Jour- 
nal of Taxation, published monthly at Pater- 
son, New Jersey, for October, 1960. 


1. The name and address of the editor and 
business manager is: 


Editor: }yuen S. Papworth, 
Business Manager: {| New York, New York 


2. The owner is: (If owned by a corporation, 
its name and address must be stated and also 
immediately thereunder the names and ad- 
dresses of stockholders owning or holding 1 
percent or more of total amount of stock. If 
not owned by a corporation, the names and 
addresses of the individual owners must be 
given. If owned by a partnership or other 
unincorporated firm, its name and address, as 
well as that of each individual member, must 
be given.) 

The Journal of Taxation, Inc., N. Y., N. Y. 

William S. Papworth, New York, N. Y. 

Eleanor M. Greenwald, Levittown, Pa. 


8. The known bondholders, mortgagees, and 
other security holders owning or holding 1 





percent or more of total amount of bonds, 
mortgages, or other securities are: None. 


4. Paragraphs 2 and 8 include, in cases 
where the stockholder or security holder ap- 
pears upon the books of the company as 
trustee or in any other fiduciary relation, the 
name of the person or corporation for whom 
such trustee is acting; also the statements in 
the two paragraphs show the affiant’s full 
knowledge and belief as to the circumstances 
and conditions under which stockholders and 
security holders who do not appear upon the 
books of the company as trustees, hold stock 
and securities in a capacity other than that 
of a bona fide owner. 


5. The average number of copies of each is- 
sue of this publication sold or distributed, 
through the mails or otherwise, to paid sub- 
scribers during the 12 months preceding the 
date shown above was: (This information is 
required by the act of June 11, 1960 to be 
included in all statements regardless of fre- 
quency of issue.) 11,231. 


William S. Papworth, 

Editor and Business Manager 
Sworn to and subscribed before me this 16th 
day of September, 1960. 


Madeline C. Lloyd, Notary Public 
(My commission expires March 30, 1961) 
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Shop talk 


... being the informal exchange of ideas, problems, questions and com- 
ments arising in everyday tax practice. Readers are invited to send 
questions and comments to the editors. 


EDITED BY THEODORE BERGER & BURTON W. KANTER 
Editors’ address: 209 South LaSalle Street, Chicago 4 








Income is where you find it 
— a play in one act 


OuR COLLEAGUE Roger Baskes overheard 
this conversation at lunch the other day. 
lt appears that a Young Organization 
Man was talking to a Tax Oriented 
Friend... . 

LOF, 3 
New York for an interview again. Going 


understand you flew to 
» make the move? 
Y.0O.M. 


is excellent, but they were weak on 


I think not. Their salary offer 


he fringes. Besides, I was afraid Martha 
ouldn’t have liked it. The wives didn’t 
em to be integrated into the team. I 
lid have a fine flight though. One of 
ose martini-and-cigar jets. 

l.O.F. 


usa 


Very nice, and all it will cost 
little the re- 
mbursement check they gave you. 


income tax on 
(Stunned silence. Young Organization 
Man gulps, takes a swallow of water.) 
Y.0.M. throat) 
Ike. 
r.O.F. The Supreme 
Court says that any economic benefit re- 


(clears his Funny 


I’m _ serious. 
ived by a taxpayer constitutes taxable 
ncome unless he can point to some 
specific exemption provision under the 
ix Code. 
Y.O.M. Benefit? What kind of bene- 
I didn’t take the job and I had to 
ring Martha a fancy present. I was out- 
f-pocket $10. 
r.O.F. 
plush hotel room, a theatre ticket, and 


Still, you had a nice jet flight, 
know income 
eedn’t be in the form of cash. 

Y.O.M. 
moment. But obviously I had no in- 


some good meals. You 


You know, you scared me for 


me even under your crazy theory. I 
got airsick, I couldn’t sleep in the hotel 
om because of a drunk across the hall, 
the play was lousy, I didn’t care for the 
staurant they took me to, and the 
igars gave me a headache. Clearly I 
ave a deductible loss. Maybe I'll even 
yrite off Martha’s gift. 


T.O.F. Not so fast. They couldn't 
administer the tax laws if they consider 
how each individual values these things. 
You have to use objective standards. 

Y.O.M. You know, it seems to me I 
read somewhere that in England a home- 
owner is considered to have income 
equal to the rent he could have re- 
ceived if he had rented it out instead of 
living there. But we don’t do that here. 
It’s un-American. What you are suggest- 
ing is pretty much like that. 

T.O.F. That’s a good analogy. At 
least to the extent that the rental value 
is measured objectively for this purpose. 
They don’t weigh whether the mau 
hates living there because he doesn’t 
like his neighbors. 

Y.O.M. 
have to consider as my tax problem, 
where do you draw the line with this 
thing? You might have all sort of benefits 


Coming back to what I now 


in a job—things you can’t value. Are 
they taxable? I have a very pretty secre- 
tary at the office. Is that a taxable psychic 
benefit? 
T.OF. 
gives rise to a psychic loss to your wife, 


Undoubtedly, but it probably 


which would cancel out in a joint re- 
turn. But I’m only talking about bene- 
fits that have a cash value. The trip you 
took to interview for the job cost the 
company a lot of money. It not only 
had a value you could calculate, but you 


got a reimbursement check in_ that 
amount. 
Y.O.M. I'd agree with you if the 


company had given me the trip to in- 
duce me to take the job. But having me 
come to New York was for their con- 
venience. Isn’t there a rule that bene- 
fits given to an employee are not tax- 
able if they are for the convenience of 
the employer? If there’s no employer- 
employee relation, I have what you 
legal-eagles call an “a fortiori case.” I 
respectfully reject your mv 
friend. They'll need a Supreme Court 
decision to get this tax. It really seems 


advice, 
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to me that the whole thing may just be 
a gift as far as I am concerned. 

T.O.F. Well, you know that what 
you business executives call business gifts 
are deductible by the corporation mak- 
ing the gift but are not income to the 
recipients. And, of course, there is a 
big dispute now about whether a corpo- 
ration can out of the goodness of its 
state-chartered heart give the widow of 
a deceased officer of the corporation a 
sum equal to the salary her husband 
received, deducting the amount as a 
corporate expense but not resulting in 
income to the widow. But your situation 
doesn’t really fit either category very 


neatly. 

Y.O.M. So where do we go from 
here? 

T.O.F. Simple enough. For a fee 


I'll take your case. 


Reversal of the Pomona Plan 
policy is confirmed 


As WE GO TO PREss we have further in- 
dications that the Internal Revenue Serv- 
ice has been reconsidering its policy 
position on the so-called tax-exempt life 
income plan, which has received exten- 
sive publicity during the past two years 
by schools such as Pomona College, 
Johns Hopkins University, and Earlham 
College. 

We first reported in the August issue 
that the Service was reconsidering its 
policy position and had for the time 
being suspended the issuance of any 
further rulings on the subject. Upon 
completion of their re-examination of 
their position, it was expected that a 
new ruling would be issued to reflect 
any change in policy. It now appears 
that such a ruling will quite probably 
be issued soon, possibly even while this 
month’s issue is on press. 

The so-called tax-exempt life income 
plan involves, as you recall, the con- 
tribution of appreciated securities to a 
trust under the terms of which the 
grantor retains a life income interest 
and the goes to charity. 
Either under the terms of the trust or 
as a result of a tacit understanding, the 
appreciated securities contributed are 
sold by the trustee, and the proceeds are 
reinvested in tax-exempt municipal 
bonds. Under these circumstances, the 
tax results as previously ruled on by the 
Internal Revenue Service were: 

1. No gain or loss was realized by the 
grantor upon contribution of the ap 
preciated securities. 


remainder 
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2. No gain or loss was realized by the 
grantor upon disposition of the securi- 
ties by the trustee. 

3. The capital gain realized by the 
trustee upon disposition of the securi- 
ties was, in effect, not subject to tax in 
the hands of the trustee because a de- 
duction equal to the amount of the gain 
was allowed to the trust, being monies 
permanently set aside for charity. 

4. The tax-exempt income realized by 
the trust and paid over to the grantor as 
beneficiary retained its tax-exempt char- 
acter in the hands of the grantor-bene- 
ficiary. 

5. While 
corpus was includable in the estate of 


the full value of the trust 


the grantor, deduction of the value of 
the remainder interest then passing to 
charity was allowed the estate as prop- 
erty bequeathed to charity. 

The grantor, of course, achieved sev- 
eral important benefits. He obtained a 
current deduction against his income tax 
for a contribution to charity. He in- 
creased the amount of spendable income 
in his hands by converting his income to 
a tax exempt form with a continued 
yield on the basis of undiminished prin- 
cipal. He also obtained an estate tax 
advantage by increasing the amount of 
al- 


actual 


the marital deduction he might be 
lowed without increasing his 
estate tax. 

Current reports as to Service think- 
ing reflect a desire on the part of the 
Service mainly to eliminate the tax-free 
conversion of a man’s appreciated port- 
folio while he continues to receive the 
income from the assets. 
the 


cern about the tax-exempt life income 


Another aspect of Service’s con- 
plan also appears to be along lines 
pointed out by James W. Quiggle and 
John Holt Myers in their recent JOURNAL 
article, ““T'ax advantages spur charitable 
gifts of unusual properties.” The Service 
concerned the fact that 


is clearly by 


~~ 


¢ November 1960 


the activities of a charity in connection 
with these plans may be in competition 
to some degree with commercial insur- 
ance companies. And as Quiggle and 
Myers pointed out, “the 
status of the institution itself may be 
jeopardized if operation of such plans 
becomes substantial when compared with 
the activities which are the basis for the 
exemption.” 


Is a canceled legal fee income 
to the nonpaying client? 


DoEs THE CANCELLATION of a legal fee 
create income when the deduction had 
no tax benefit? Mr. Rew A. Godow, 
Chicago CPA, presents this interesting 
problem. An individual taxpayer on 
the accrual basis had accrued a legal fee 
in a year when he had no tax because 
of other nonbusiness deductions. In a 
later year, the lawyer forgave the debt. 
Normally, the forgiveness of an indebted- 
ness represents income to a solvent tax- 
payer. But what about this case where 
the taxpayer had no tax benefit from the 
deduction? 

In the case of a bad debt, if there was 
no tax benefit from the deduction, the 
recovery of the debt in a subsequent 
period does not represent income. This 
rule has sometimes been extended to 
other situations. Should it properly be 
applied, Mr. Godow asks, in the instant 
case of the forgiveness of a debt? 


Old Subchapter S shareholder 
treated as new shareholder 


WHEN ONE SHAREHOLDER of a Subchapter 
S corporation sells his stock to the other 
shareholders, the problem of 
whether the purchasers have to file a 
new consent under Subchapter S. Mar- 
vin Weinstein has dropped us a note 
about this fairly common situation. He 
indicates that the Regulations do not 


arises 
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tax-exem pt , 


directly cover the question. The ow, 
portion of the Regulations that could be 
construed to be applicable would be 
Reg. 1.1372-3(b), which requires a con. 
sent to be filed by “a person [becoming’ 
a shareholder of an electing small busi. 
ness corporation after the first day of the 
taxable year for which the election js 
effective. . . .” The Regulations further 
require that the consent be filed within 
the period of 30 days beginning with the 
day on which such person becomes “; 
new shareholder.” 

The local personnel of the Service to 
whom Mr. Weinstein talked stated in. 
formally that they consider the above 
provision applicable that, even 
though the purchasing shareholders had 
already filed consents, they were “new 
shareholders” to the extent that they 
acquired additional shares by purchase. 

What do you think? 


and 


Make cash gift first, then 
appreciated property gift 


THE FACT THAT the addition of the gift 
tax paid to the basis of donated prop- 
erty is lost on a gift of cash was pointed 
out by Betty Clarkson of Palo Alto, 
California, in our June column. 


Appreciated securiites should _ be 
given, she observed. Now we note with 
interest that in the August issue of 


Taxes, in “The Thoughtful Tax Man” 
column, her fellow Californian, Joe S. 
Goddard of Pasadena, makes the same 
observation and additionally points out 
that where there are two gifts to be 
made in a particular year to the same 
donee, one of cash and one of appre- 
ciated property, and when gift tax will 
have to be paid, the cash gift should bi 
made first. Then the annual gift tax ex 
clusion will apply first to that gift, and 
a greater portion of the gift tax paid 
will be considered applicable to the 
gift of appreciated property. Any 
tax paid as a result of the second 


gift 
gift 
may be added to the basis of the appre 
ciated property. 


Which multiple corporation 
gets the $25,000 exemption? 


ONE READER TELLS Us he is having trouble 
computing the tax after his agreement 
with the Appellate Division. He reluc 
tantly agreed, in a multiple corporation 
set-up, to disallowance of surtax exemp- 
269, that 
four corporations involved, which wert 
owned by the same stockholders, were to 


tions under Section so the 
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be given only one tax exemption. 

But how is this to be accomplished? 
Dividing the $25,000 surtax exemption 
by four so that each corporation gets a 
$6,250 surtax exemption seems fair. But 
because of the low earnings of Corpo- 
ration C (see box), the result is a higher 
tax than if only a single corporation had 
been formed. Section 269(b) indicates 
that the intent of the statute is that the 
Commissioner limit his disallowance to 


Taxable income 


Tax computation 
Tax on first $6,250 at 30% 
Tax on balance at 52% 
Total tax tor each corporation . 


Summary 
Combined tax, as above 


T'ax if only a single corporation had been formed es on $63,000 — 


at 52% less $5,500) ... a H 


such part as is necessary to prevent tax 
avoidance. In principle then, would the 
taxpayer be justified in shifting the allo- 
cation each year so the group always gets 
the benefit of one full exemption? 

Our reader’s actual case gives you 
some idea of the computational difh- 
culties that may arise in these situations. 
The corporations were also on different 
fiscal years and some had operating loss 
carrybacks and carryovers. 























Corporation 
A B C D 
$30,000 $20,000 $ 3,000 $10,000 
$ 1,875 $ 1,875 $ 900 $ 1,875 
12,350 7,150 — 1,950 
$14,225 $ 9,025 , Pha 900 $ 3,825 
$27,975 


$27,260 


New decisions on exempt institutions 





Tax-exempt status of charitable foun- 
dation not lost by guaranteeing and 
underwrititng loan to executors to pay 
administration expenses. The decedent's 
will created a charitable trust out of 
the residue of his estate. In order to 
pay administraiton expenses, the execu- 
tors borrowed money. Under the ap- 
plicable law, administration expenses 
would have been paid out of the resi- 
duary bequest to the trust. The trustee 
agreed to guarantee the loan. This 
court holds that the tax-exempt status 
of the charitable trust was not affected 
by the trustee’s decision to meet the 
obligation for administration expenses 
by underwriting a loan to be repaid 
from trust earnings rather than by sell- 
ing a portion of the trust corpus. Wells 
& Wade, Inc., Ct. Cls., 7/15/60. 


*Gain realized on contribution of appre- 
ciated stock subject to loan. Taxpayer- 
corporation had executed a pledge card 
for a $500 donation to a University. It 
owned stock having a cost basis of $10,- 
444 and a fair market value of $42,500. 
Instead of donating $500 in cash, it se- 
cured a loan of $42,000 from a bank, 
for which it pledged the stock as secur- 
ity, and on the same day made a gift to 
the University of its equity in the stock 
subject to the bank loan. The Univer- 
sity then sold the stock for $42,500, paid 
off the bank loan of $42,000, and col- 


lected the balance of $500 less $16, 
which had been deducted for transfer 
taxes. Taxpayer reported no gain on 
the transaction and claimed a deductible 
gift of $516. The Commissioner asserted 
taxpayer realized a capital gain of $31,- 
556 as a result of the transfer of the 
stock to the University and was entitled 
to charitable contributions of $484 ($500 
less $16). The court upholds the Com- 
missioner on the ground that the trans- 
fer of the stock subject to the indebted- 
ness was in substance a sale of stock to 
the University for the amount of the 
indebtedness. It finds the route taken 
by ‘taxpayer in the disposition of its 
stock served no business purpose other 
than an attempt at tax avoidance. The 
economic realities were in substance a 
sale of the stock for a price $500 less 
than its fair market value of $42,500, 
thus making the selling price $42,000, 
with a gift of the balance after transfer 
taxes. Magnolia Development Corp., 
TCM 1960-177. 


Building and loan association controlled 
by family group loses tax exemption. 


In 1946 taxpayer, dominated by a fam- 
ily group, obtained a ruling that it was 


exempt from taxation under Section 
101(4) of the 1939 Code, which, 
to 1952, provided exemption to domes- 
tic building and loan associations, sub- 


stantially all the business of which is 


prior 
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confined to making loans to members. 
In 1952 the Commissioner retroactively 
revoked the ruling and held that tax- 
payer was not exempt from tax for the 
years 1944 to 1951 on the ground that 
taxpayer during those years was not a 
legitimate building and loan association. 
During the years in question, taxpayer 
acquired large blocks of real estate from 
the family group, the real estate being 
set up in separate accounting shares 
and being credited primarily to the 
family group. In addition, taxpayer was 
used to finance the family group’s per- 
sonal realty ventures and also purchased, 
built, subdivided, and sold real estate. 
The family group realized profits of 
from 200% to 600% of their original 
investment during the years involved. 
The court holds for the Commissioner, 
finding that (1) taxpayer lacks mutuality 
among its shareholders, an essential 
characteristic of a building and loan 
association, and in reality is an alter 
ego of the family group; (2) taxpayer 
is engaged in too many operations that 
are normally outside the scope of a 
building and loan association; (3) tax- 
payer’s business was not confined to 
loans to members, a require- 
ment of Section 101(4), notwithstanding 
that taxpayer’s bylaws made every bor- 
member. Perpetual Building 
and Loan Association of Columbia, 34 
TC No. 74. 
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CLASSIFIED 
ADVERTISING 


Classified advertising will be accepted 
for publication for help wanted, situa- 
tions wanted, business opportunities, 
practices for purchase or sale, purchase 
and sale of merchandise, and similar 
items. Rate per insertion: 60¢ per line, 
minimum, $3. Address copy for adver- 
tisement, together with check, to The 
Journal of Taxation, 147 East 50th 
Street, New York 22. Replies should 
also be sent to this address. 











CPA, ATTORNEY, age 32, nine years di- 
versified auditing, regulatory and tax ac- 
counting experience, desires tax position, 
preferably with law or CPA firm leading 
to partnership. Box 518. 


14 YEARS TOP LEVEL Federal & state 
tax experience. Former internal revenue 
agent. Tax manager for multi-corporate 
organization for past nine years. Age 40. 
A.B., M.B.A., LLB. Member N. Y. Bar. 
Desires responsible eo Present earn- 
ings $15,000. Box 519. 


MICHIGAN-OHIO CPA will purchase prac- 
tice or partnership share from over-bur- 
dened or retiring practitioner. Box 520. 











$20 ° 
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CUMULATIVE INDEX 


This index includes material published in The Journal of Taxation 
in recent months, plus major books and pamphlets currently useful. 
Average length of cumulation of listing is six months, though older 
items will be retained if they are the most recent significant discus- 


sion of that subject. 


ACCOUNTING—BOOKS 


Oehler C, Lawyers Accounting Hand- 
book, Matthew Bender & Co., (New 
York) 1 vol., $15. 

Peel Jr., Fred W, Consolidated Tax Re- 
turns, Callaghan & Co. (Chicago, 
1959) $20. 

Wriggins J C & G B Gordon, Repairs 
vs. Capital Expenditures, Ronald 
Press Co. $10.00. Tax practitioners 
featuring tables of cases, showing 
taxpayer’s arguments and court’s find- 
ings 


ACCOUNTING—ARTICLES 


Deductible, is interest deductible when 
tax-saving is sole motive? 12JTAX 


336, June60. 

Deductible, is payola? IRS urged to 
take stand, 12JTAX311, May60, Ip 

Depletion, Supreme Court, in Cannel- 
ton, plus new law, brings radical 
change in, 13JTAX67, Aug.60 

Depreciation, Supreme Court rules on 
meaning of useful life and salvage 
value for, Myron Semmel, 13JTAX66, 
Aug.60 

Depreciation changes, ABA Tax Section 
may urge; replacement and salvage 
affected, 18JTAX147, Septé60. 

Depreciation changes, ABA Tax Section 
rejects most proposed, 13JTAX232, 
Oct60 

Depreciation changes, Treasury com- 
mences survey of, 13JTAX144, Sept60. 

Dividend withholding bill, Senate com- 
mittee prepares. 12JTAX341, June60. 

Dividends, IRS denies credit for, paid 
over by short seller to stock lender, 
Leon Hariton, 13JTAX69, Aug.60 


Double deduction, IRS denies at lien 
date change is distortion. 12JTAX 
840, June60. 

Equipment lessees can schedule pay- 
ments, and deductions, to avoid 
tax hazards, Frank K. Griesinger, 
13JTAX226, Oct60 

Income, when is a payment in notes 


income to taxpayer on cash basis? 
12JTAX338, June60. 

Installment status of sale, payments by 
buyers on assumed mortgages can en- 
danger, Robert D. Miller, 13JTAX231, 
Oct60 

Inventories, AICPA presses for relief 


on liquidation of LIFO, 12JTAX220, 
Apr60, lp 

IRS special enrollment exam. 12JTAX 
$42. June60. 


Leased property, new Regulations clar- 
ify loss on demolition of, William L. 
Raby, 13JTAX227, Oct60. 

Liro changes need IRS approval, says 

‘ax Court in Harmon, Nicholas T. 
DeLeoleos, 18JTAX143, Sept60. 

Liro inventories involuntarily liquidated, 
Tax Section recommends relief for, 
13JTAX232, Oct60. 

Lobbying law, businessmen and unions 
press for change. 12JTAX341, June60. 

Mortgages, how affect basis; rules are 
in accord with economic reality, Ray- 
mond Rubin, 183JTAX38, July60 

Net lease income is taxable as unrelated 
business income, 13JTAX229, Oct60 

Purchased goodwill, leaseholds, licenses, 
covenants not to compete, Robert J. 
McDonald, 12JTAX258, May60, 6pp 

Real estate tax problems, law review 
surveys. 12JTAX341, June60. 

Reserves, how should dealers elect to 
handle under new law, Arno Herz- 
berg, 13JTAX75, Aug.60 

Tax v. business accounting, CA-2, de- 
ferring accrual despite payment, splits 
on, :3JTAX230, Oct60 

Vacation pay swept under 
again, 13JTAX148, Sept60. 


COMPENSATION 


Contingencies in deferred compensation 
agreements may still be wise pre- 
caution, Richard H. Appert, 13JTAX 
122, July60 

Depreciation legislation may come as 
package deal, 12JTAX264, May60, lp 

Drysdale deferred-compensation trust 
idea strengthened, 13JTAX177, Sept 


the rug 


60. 
Medical care for the aged; tax legisla- 


tion stymied by, 13JTAX15. July60 

Non-restricted options, IRS errs in 
denying they can be compensation at 
grant, Robert J. McDonald, 12JTAX 
331, June60, 6pp 

Non-statutory stock options, opportuni- 
ties open up for tax planning under 
new Regs., Alan R. Bromberg. 12 
JTAX297, May60, 4pp 

Pension plan proposals, Treasury stirs 
controversy on, 12JTAX334, June60. 

Pension, profit sharing plans, how to 
integrate for foreign service, Isidore 
Goodman, 12JTAX206, Apr60, 6pp 

Pensions costs, slow vesting can cut, but 
IRS opposes it for small firms, Harold 
W. Chatterton, 183JTAX218, Oct.60. 

Section 421, IRS won’t bar retroactively 


options tied to its valuations, 13 
JTAX177, Septé60. 
CORPORATIONS—ARTICLES 


Capital gain allowed in partial liquida- 
tion, 183JTAX245, Oct60. 

Creeping acquisition of corporation con- 
trol may imperil non-taxability, Thos. 
J. Henry, 183JTAX5, July60 

Loans of property, taxable effect of, by 
stockholders to corporations, 13JTAX 
107, Aug.60 

Loss carryover deduction, Tax Court 
denies to corporation acquired by new 
owner, 13JTAX106, Aug.60 

Reorganizations, to qualify for Sub- 
chapter S must they have business 
purpose, Eugene C. Roemele, 183JTAX 
102, Aug. 60 

Stock dividend issue expenses are not 
deductible, IRS wrong in ruling that, 
Gerald J. Kahn, 18JTAX246, Oct.60. 

Tax techniques of acquisitions of close- 
ly held investment companies, Richard 
L. Greene, 18JTAX2, July60 

Thin incorporation safety, intent test 
grows as determinant of; recent cases 
guide, Jack Sidney Morris, 183JTAX 
130, Sept60. 

accumulated earnings tax 

Tax Court position that either accumu- 
lation in excess of need or ccrporate 
intention to avoid stockholder tax 
justifies penalty seen as wrong, 
Palmer J L, 12JTAX74, Feb60, 3pp 

collapsible corps. 

Collapsibility, post-construction decision 
to sell avoids, CA-3 says, James T. 


Wilkes, Jr., 13JTAX244, Oct60. 
Collapsible corps., four articles, 12 
JTAX 194, Apr60: 

—capital gains, 3 techniques for 


getting, despite Sec. 341, Donaldson 
& Hobbet, 3pp 
—real estate corp., effort to make 
free from collapsible treatment, R. 
J. Kalupa, 2pp 
—real estate developers can still bene- 
fit from ee og idea, T. 
Donnelly, Jr., 3pp 
—innocent victim of Sec. 314, what 
to do about, Lester Ponder, 2pp 
liquidations 
337 liquidation; use of trustee suggested 
to bar minority stockholder interfer- 


ing, 12JTAX166 

redemptions 

Redemptions, double attribution of in 
recent ruling; buy-out plans im- 


periled, John F. Gleason & Edwin M. 
Jones, 12.JTAX268, May60, 3pp 


Redemptions, IRS slackens attack on 
unredeem stockholder, Harold M. 
Hart, 12JTAX167. 

reorganization 


Hazards in assumption of liabilities in 
formation or reorganization of a cor- 
poration, Kahn G J, 11JTAX275, Nov 
59, 3pp 

Redemptions, hazards which today 
threaten harsh tax consequences of, 
Laurence F. Casey, 12JTAX825, June 
60, 3pp 

Spin-off Regs. overturned by court, vic- 
tory for normal business, 12JTAX200, 
Apr60, 2pp 

DEDUCTIONS G EXPENSES—ARTICLES 

Moving expenses: IRS taxing more, 12 
JTAX181 


education 
Education costs related to job, IRS and 


November 1960 


Tax Court are unclear on tax treat- 
ment of, Stanley Hagendorf, 12JTAX 
$58, June60, 3pp 

Expenses of education to improve skills, 
allowable under new tions, dis- 
cussed; Tax Court seen as liberal inter- 
a Hagendorf S, 11JTAX226, 

et59 

travel ond entertainment 

Entertainment, meals; Tax Court says 
can’t deduct own on one-day trip, 
12JTAX3812, May60, 2pp 

Expense account reporting, IRS clari- 
fies rules on 12JTAX316, May60, Ip 

Expense accounts, an executive reports 
on how new rules will affect corpo- 
rations, 12JTAX141 

Report on IRS new policy of requiring 
employers to report expense account 
payments on their tax returns, 12 
JTAX116, Feb60, Ip 

Travel & entertainment expenses; fight- 
ing a case requires a g knowledge 
of the cases, Clifford G. Ward, 12 
JTAX158 


ESTATES AND GIFTS—BOOKS 


Beveridge J W, Beveridge Law of Fed- 

eral Estate and Gift Taxation, Cal- 

an & Co., (Chicago, 1956-58) 
1544pp, $60.00 

Lasser Institute J K, How to Save 
Estate and Gift Taxes, American 
Research Council, Inc., $5.95. 

Lasser Institute J K, 53 New Plans For 
Saving Estate and Gift Taxes, Ameri- 
ean Research Council, Ine. (Larch- 
mont, N. Y.) 95. 

Lasser ‘Institute J K, Estate Tax Tech- 
niques, Matthew Bender & Co., (New 
York) 1 vol., supplemented, (loose- 
leaf) $27.50. Written by 46 authors. 

Lowndes & Kramer, Federal Estate and 
Gift Taxes, Prentice-Hall, (Englewood 
Cliffs) 

Michaelson A M, Income Tazation of 
Estates and Trusts, Practicing Law 
Institute (New York, 1959) 86pp, $2 

Trachtman J, Estate Planning, Prac- 
ticing Law Institute (New York, 
1959) 178pp, $2.50 

Spinney R, Estate Planning, Quick Ref- 
erence Outline, 6th Edition, 1959, 
Commerce Clearing House, $1.50, 96pp 

Wormser R A, Wormser’s Guide to 
Estate Planning, Prentice-Hall Inc., 
(Englewood Cliffs, N.J., 1958) 167pp, 
$4.95. Written for the client. 


ESTATES—ARTICLES 


Closely held stock, valuing for estate 
tax; the partisan approach, George L. 
Weisbard, 13JTAX138, Septé60. 

Estate tax, State Street Trust erred 
in basing on administrative powers, 
18JTAX48, July60 

Executive’s estate, use of trusts advan- 
tageous, Peter Miller and George E. 
Zeitlin, 12JTAX130 

Foreign-situs trusts, IRS clarifies, as 
bill to end some tax benefits dies, 

im H. Hammerman, 13JTAX199, 
Oct60. 

Lifetime gifts offer larger tax savings 
than charitable bequests of art works, 
David P. Wood, Jr., 13JTAX202, Oct 
60 


Multiple trust proposals would open 
loopholes, Advisory Group man says, 
12JTAX366, June60. 

Pecuniary marital deduction; new rul- 
ing highlights dangers in, Christian 
M. Lauritzen II, 183JTAX46, July60 

Powers, attribution of income, multiple 
trusts, changes foreseen in taxes on, 
William K. Stevens, 183JTAX88, Aug. 
60 

Rearranged property, avoid gift tax on, 
13JTAX127, Aug.60 

Short-term trust solves four typical 
family financial problems, Poin- 
dexter. 12JTAX286, May60, 2pp 

Tax saving, who gets when estate ex- 
penses are claimed for income tax, 
Loren Juhl, 13JTAX92, Aug.60 

Will, faulty draftsmanship of increases 
taxes, 183JTAX140, Sept60. 


EXCISE 


Cabaret tax, liability for, depends on 
time of service and collection, Burton 
L. Graubart. 13JTAX223, Oct60. 


EXEMPT ORGANIZATIONS—BOOKS 

Webster G D, Federal Tax Aspects of 
Association Activities, 114pp, $4.50, 
Current tax situation; the Code and 
— and how they are ap- 
Pp 


EXEMPT ORGANIZATIONS—ARTICLES 


Charitable gifts of unusual properties 
spurred by tax advantages, James 
Giggle and John Holt Myers, 13 

AX96, Aug.60 


Operating policies that endanger ay 
organization’s tax exemption, how t 
avoid Walter A. Slowinski, 13JTAX 
169, Sept60. 


FARMERS—BOOKS 


Halstead H M, Federal Income Taxation 
of Farmers, Committee on Contin 
Legal Education, (Philadelphia, 195¢ 
129pp, $3.00 


FARMERS—ARTICLES 


Cooperatives, possibility foreseen for ae. f 
ceptable compromise on taxation of, §} 


18JTAX122, Aug.60 

Tax advantages in using cash method 
for farming; summary of comment 
before Ways and Means Com 
hearings on tax revision, Halstead # 
M, 12JTAX122, Feb60, 8pp 


FOREIGN 


Alien financial structures create tax 
— for U. S., 183JTAX121, Ang, 


Bahama corp., foreign income accum» 
lates tax free in, Leon O. Stock, 8 
JTAX250, Apr60, 3pp 

Canadian funds, how elections & op 
ganization details affect tax benefits 
of, 13JTAX187, Septé60. 

Diamond W H, Foreign Tax and Trad 
Briefs, Matthew Bender & Co., (New 
York) 1 vol., (loose-leaf) $50, in 
cludes service for one year. The tax 
structure of 7) countries. 

Foreign Investment and Tazation, In. 
ternational Program in Taxation, 
oa University, (Cambridge), 

5 

Foreign taxation, bibliography. prepared 

+ Calif. CPAs, 12JTAX252, Apré@, 


Pp 

Friedmann W G & Pugh R C, Legal 
Aspects of Foreign Investment, taxa 
on profits and dividends, Littl, 
Brown & Co. 812pp, $20.00. 

Grossing up income for foreign tax 
credit stirs controversy, 12JTAXS64, 
June 60. 

International T'ax Agreements, Vol. Vil, 
Columbia University Press, (New 
York, 1958) 384pp, $2.50, Classified 
chronological listing 

Mexico, tax incentives for industry in, 
12JTAX252, Apr60, 

“Real property,”’ double estate tax pos 
sible with unclear, 18JTAX251, Octéj, 

Resident aliens’ returns, elementary 
rules are complex for, 13JTAXI2, 
Aug.60 

Switzerland offers tax advantages & 
American corporations establishing s 
subsidiary there to hold stock i 
other foreign subsidiaries, 12JTAX 
104, Feb60, 2pp 

Tax Factors in Basing International 
Business Abroad, International Pr- 
gram in Taxation, Harvard Univer 
sity (Cambridge), $5.00 

Tax planning can increase profit from 
doing business in European Commun- 
ity, R. Palmer Baker, Jr., 12JTAX 
281, May60, 4pp 


FRAUD—BOOKS 


Balter, Fraud Under Federal Tax Law, 
Second Edition, 1953, Commerce Clear- 
ing House, $7.50, 495pp 

Balter, H G, Tax Fraud: What th 
Practitioner Needs to Know to Pro 
tect His Client, The Journal of Taxs- 
tion, (New York, 1957) 96pp, $2.00 
Articles a published in Th 
Journal a. Tazation, “Practitionerd 
Guide No. 


ee cece 

Civil or criminal trial first? A close and 
difficult question, Robert M. Schmidt, 
12JTAX347, June60, 2pp. 

Counsel, choice of in fraud investiga 
tions. CA-5 voids restriction on, 18 
JTAX25, July60 

Defense of civil fraud is still formid- 
able task though new cases limit IRS, 
Arnold R. Cutler, 12 TAX276, May6l, 


4pp 
Immunity for voluntary disclosure should §) 


be in Code, ABA Section says, 8 
JTAX252, Oct60. 

IRS Intelligence a oer LJ stam 
and builds up a 
Leonard Railin, 13STAXI7, otiyee 


INSURANCE—ARTICLES 


How partnerships use disability provi- 
sions, funded by accident and si 


ness insurance, in buy-out agree 
ments, Friedman M R, 12JTAX®, 
Jan60, 2pp 


Life and group insurance benefits, 
tax opportunities and pitfalls in r 
signments of, Harry Yohlin, 13JTAX 
180, Sept60. 
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INVENTORY—BOOKS 

Butters J K, Effects of Taxation: In- 
gentory Accounting and Policies, Har- 
yard (Cambridge, 1949), 330pp 


| JOINT RETURNS 


Joint and several liability for tax, de- 
ficiencies and penalties seen as un- 
just in light of wife’s separate status 
under state law, Ritz W J, 12JTAX 
66, Jan60, 2pp 


LOSSES 
eorrybock G carryover 


| British Motor loss carryover denied; Tax 


Court reversed, 13/TAX8, July60 

Less carryovers through reorganiza- 
tions; proposed regulations show need 
for care, Paul A. Teschner, 12JTAX 
$22, June 60, 4pp. 

Losses, new Regulations specific on 
casualty. other losses, 12JTAX144 

Tax Court again allows loss carryover 
against acquired company’s new in- 
come, 12JTAX271, May60, 2pp 


MINING 


‘Wining, new Regs. clarify difficult areas; 


election required, Sherfy & O’B 
12JTAX240, Apr60, 4pp 

oil, GAS AND MINERALS—BOOKS 

Breeding & Burton, Taxation of Oil and 
Gas Income, Prentice-Hall, (Engle- 
wood Cliffs). 

Fiske L E, Federal Taxation of Oil and 
Gas Transactions, Matthew Bender & 
Co., $25.00 


OIL, GAS AND MINERALS—ARTICLES 


ABC deal, how to determine whether 
tax saving makes worthwhile, Ernest 
L. Minyard, 12JTAX290, May60, 4pp 

Intangible deduction may now be given 
to carried interest, Stanley C. Simon, 
12JTAX184 


PARTNERSHIPS—BOOKS 


Aronsohn A J B, Partnerships, Prac- 
ticing Law Institute, (New York, Re- 
vised to October 1958) 108 pp, $2.00. 

Willis, Handbook of Partnership Taxa- 
tion, Prentice-Hall, (Englewood Cliffs, 
1957) 585pp, $15.00. The author was 
ehairman of the advisory group on 
Subchapter K (partnerships) ap- 
pointed by the House Ways and 
Means Subcommittee on Internal Rev- 
enue Taxation. 


PARTNERS G PARTNERSHIPS— 
ARTICLES 


rien, 


Capital gain on death of partner 
affected by time of sale, 13JTAX127, 
Aug.60 


Gomparison of the differences in tax 
treatment of partners and of stock- 
holders in a corporation electing Sub- 
chapter S, Caplin M M, 12JTAX32, 
Jan60, 4pp 
Comprehensive review of problems aris- 
ing on formation of a professional 
partnership and in ordinary opera- 
tions; footnoted to legislative history 
and to proposals for changes, Wil- 
liams L, 12JTAX66, Feb60, 5pp 
Goodwill, IRS agrees CPA firm has 
saleable goodwill; caution urged in 
sale,W. Fletcher Hock, 12JTAX309, 
May60, 2pp 
Kintner Regs., hearings develop opposi- 


seen as new trap for partners, 12 
JTAX361, June 60. 


PAYROLL—ARTICLES 


Alaska’s Employment Security Law, re- 
cent changes in, 183JTAX125, Aug.60 

Unemployment insurance, is company- 
enforced retiree eligible for? Many 
cases but rule not fixed, 12JTAX378, 
June60. 


PENSION AND a 
PLANS—BOOK 


Gordon G B, ca Sharing in Business 
and Estate Planning. A study of 
profit-sharing from the viewpoint of 


employer and employee, covering 
benefits, kinds of plans, financial, 
legal and tax problems. Farnsworth 


Publishing Co., Inc. $3.50. 

Rice L L, Basic Pension and Profit- 
Sharing Plans, Committee on Con- 
tinuing Legal Education (Philadel- 
phia, 1957) 148pp, $3.00 


PERSONAL—ARTICLES 

Capital gain on policy sale, CA-4 in 
Phillips, misapplies Lake in denying, 
12JTAX350, June60. 

College “life income plan” studied; no 
rulings now, 13JTAX126, Aug.60 

Co-operative housing, tax problems of 
sponsor and tenant-stockholder, Dan- 
iel Jacobson, 183JTAX28, July60 

Deductibility of transportation costs as 


medical expense turns on _ intent, 
Allan R. Curhan, 13JTAX31, July60 
Deductions, itemized, up, 138JTAX100, 
Aug.60 


Dividends paid on borrowed stock, how 
to handle, 13JTAX127, Aug.60 

Employment fees, IRS about-face on, 
shows shaky basis for taxing similar 
items, Arthur Fleischer, Jr., 13JTAX 
82, Aug.60 

Expense accounts abroad; Japan is most 
libera!, 13JTAX84, Aug.60 

Fiduciary, personal tax problems of,— 
the forgotten man in estate planning, 


John B. Huffaker, 13JTAX160, Sept 
60. 
Gift v. income; discord in the Supreme 


Court compounds confusion, 13JTAX 
164, Sept60. 

Gifts, Supreme Court asked to dis- 
tinguish them from taxable compensa- 
sation, 12JTAX356, June60. 

Job agency fees, Treasury reversal on 
technically unsound but _ equitable, 
Herbert M. Mandell, 13JTAX33, July 
60 


Living expenses on medical trip, Tax 
Court restudying, 13JTAX164, Sept 


60. 

Lobbying bill runs into political snags; 
despite pressure, issue is in doubt, 
13JTAX184, Sept60. 

Medical deduction for disabled, uncer- 
tainty under new law, 13JTAX126, 
Aug.60 

Minimum deposit and bank loan life in- 
surance, new attack on, Stanley C. 
Simon, 183JTAX211, Oct60. 


Pensions for self-employed, Treasury 
accepts; limits owners, 12JTAX315, 
May60, lp. 


Stockholders’ use of corporate property, 
quirks in taxing, 12JTAX357, June60. 
Support, what is? If others provide it, 
claiming dependent is dangerous, 13 


Trade or business; sympathetic court 
muddies water on 12JTAX313, May60, 
2pp 

Workers’ travel, tax on, still not settled; 
new Rev. Rul. not final answer, L. 
Charles Johnson, 13JTAX206, Oct60. 


POLICY—ARTICLES 


IRC, 1954, scrap as unworkably specific 
and return to general rules, 13JTAX 
118, Aug.60 

Parkinson’s law (2) 
to ruin via _ taxation, 
Aug.60 


PROCEDURE—BOOKS 


Goodrich E J & Redman L, Procedure 
Before the Internal Revenue Service, 
Committee on Continuing Legal Edu- 
eation, (Philadelphia, 1957) 205pp, 
3.00 


$ 
Lore M M, How To Win A Taz Case, 
Prentice- ‘Hall, (Englewood Cliffs) 
Roberts et. al., Handbook of Annoted 


shows the wa 
13JTAXI19, 


Forms for Tax Practice, Prentice 
Hall, Ine., Englewood Cliffs, N. J., 
$24.75 

PROCEDURE—ARTICLES 


Appellate Division, IRS, how a CPA 
analyzes and presents cases to, J. A. 
Bernauer, 18JTAX114, Aug.60 

Audit programs for IRS, new, 13J TAX 
158, Sept60. 

870 issue—taxpayer wins; Morris White 
Fashions case limits IRS, Martin D. 
Cohen, 12JTAX294, May 60, 2pp 

Electronic system, IRS starts, and gets 
new personnel, 13JTAX241, Oct60. 

Independent conferee may make appeal 
worthwhile, 13JTAX241, Oct60. 

Preliminary deficiency letter opposed by 
ABA Tax Group, 13JTAX117, Aug.60 

Retroactive revocations, law forbids; 
How much reliance on revenue rul- 
ing? Walter H. Beaman, 13JTAX22, 
July60 

Transferee liability, new decisions em- 
phasize local law defenses against, 
Burton L. Williams and Jack H. 
Calechman, 13JTAX156, Sept60. 


REAL ESTATE 


Real estate investment trust, Congress 
approves; exacting rules made, Sidney 
I. Roberts, Arthur A. Feder, and 


Herbert H. Alpert, 13JTAX194, 
60. 


STATE AND LOCAL TAXES—ARTICLES 


income tax 
State income tax, momentum grows for 
basing on Federal return; Y. 
adopts, 12JTAX247, Apr60, 2pp 
interstate commerce 
Accounting methods, 


Oct 


alert tax mana- 


gers shift as courts change rules, 
Burton L. Graubart, 13JTAX110, 
Aug.60 


Congress’ power to restrict state taxa- 
tion of interstate commerce, Jerome 
R. Hellerstein, 12JTAX303, May60, 


4pp 

Congress should require uniform alloca- 
tions in state taxation, 13JTAX56, 
July60 

Non-residents, new case makes tax col- 
lection from, easy, officials warn, 13 
JTAX215, Oct60. 

Supreme Court says Scripto must col- 


Cumulative 
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index « 


income, 11JTAX241, Oct59, lp 

Use tax nexus problem, Fiorida official! 
sees Scripto case settling, 13JTAX 
174, Sept60. 

TAX PRACTICE—BOOKS 

Boughner J L, Tax Planning & Fee 
Setting for Profitable Law Practice, 
The Journal of Taxation, (New York, 
1958) 110pp, $8.00. eleaf, in- 
cludes periodic revisions. 


TRUSTS—BOOKS 


Kennedy L W, Federal Income Tazation 
of Trusts and Estates, Little, Brown 
& Co., (Boston, 1948) with 1958 sup- 
plement. 837pp. $20.00. This is the 
text on the subject; thorough, com- 
prehensive. 

Nossaman W L, Trust Administration 
and Taxation, Matthew Bender & Co., 
(New York) 2 vols., (loose-leaf) 
$42.50. 

Olson R L, & Gradishar R L, Saving In- 
come Taxes by Short Term Trusts, 


Prentice-Hall, (Englewood Cliffs, 
1956) 203pp, $7.50. Exposition of 
Code; examples. 
TRUSTS—ARTICLES 


Trust suggested to receive insurance 
proceeds, 13JTAX126, Aug.60 


AUTHORS 


Herbert H. Alpert 
12 Richard A. Appert 
17 Leonard Bailin 

22 Watter A. Bearman 


114 J. A. Bernauer 
156 Jack H. Calechman 
218 Harold W. Chatterton 


31 Allan R. Curhan 
Nicholas T. DeLeoleos 
Arthur A. Feder 
82 Arthur Fleischer, Jr. 


223 Burton L. Graubart 
2 Richard L. Greene 
226 Frank K. Griesinger 


Alan H. Hammerman 
69 Leon Hariton 

75 Arno Herzberg 
Thomas J. Henry 
John B. Huffaker 
28 Daniel Jacobson 

206 L. Charles Johnson 
92 Loren Juhl 

Gerald J. Kahn 

46 Christian M. Louritzen i 
83 Herbert M. Mandell 
Robert D. Miller 
Jack Sidney Morris 
96 John Holt Myers 

96 James W. Quiggle 


227 William L. Raby 
194 Sidney I. Roberts 
102 Eugene C. Roemele 


388 Raymond Rubin 

66 Myron Semmel 
Stanley C. Simon 
Walter A. Slowinski 
88 W. K. Stevens 








tion to, 12JTAX217, Apr60, Ip JTAX209, Oct60. lect Florida use tax; brokers there 138 George L. Weisbard 
Professional firm, tax planning for, Supreme Court in second Flora deci- its agents, 12JTAX306, May60, 2pp 244 James T. Wilkes, Jr. 
Laurens Williams, 12JTAX212, Apr sion reveals weakness in rule estab- Study of the factors that make a busi- 156 Burton L. Williams 
60, 6pp lished, Martin M. Lore, 12JTAX371, ness unitary and therefore subject to 202 David P. Wood, Jr. 
W&M proposed simplified reporting June60. state formulas for apportionment of 180 Harry Yohlin 
INDEX OF NEW DECISIONS REPORTED IN THIS ISSUE 
NEW DECISIONS are listed below by the Frontier Saving Metairie Cemetery 269 Terminal Urban Redevelop- 
significant word or words in the citation, gener- Stamps Morgan 303 Steamship 270 ment 302 
ally the taxpayer’s last or principal name. The Goldberg 279 Northern States Thompson-King- Valley Morris 271 
number is page where summary will be found. Grandview Power $11 Tate 268 Want 287 
Mines 269, 271 Oregon-Nevada- Tighe 287 Watts 270 
Bennett 286 Conger 292 Green 269, 287 California Fast Topeka State Weidenhoff 271, 302 
Bigelow-Sanford au Dalton 278 Hamilton 278 Freight 311 Journal 271 Welch 307 
Bilder 279 Davis 269 Hooper Body 269 Orr 279 Trent 269 Wells & Wade 319 
W. R. Bonsal 315 Diggs 279 Howard 270 Perpetual Building Turner-Moore 302 Wright 279 
Bowyer 269 Dyer 315 Hvidsten 270, 303 Loan 819 United Mercantile 303 Young Motor 302 
Briscoe 278 Edwards 279 Kinney-Lindstrom 292 Perssion 270 
Bryan Estate 315 Federbush 292, — — oe romenwe Estate a 
- _ b senna unyon 
Buffalo Savings 5, Fine Fashions © 292 _Liifetime 269 Schreiner 279 REVENUE RULINGS: The first number is 
a4 Finestone 307 Lowder 292 Shaffer 270 that of the ruling, the second is the page num- 
Carey 303 First National Magnolia Shoemake 315 ber where a summary of the ruling will be 
Carlberg 302 Bank of Development 319 Sparks 279 ~= found. 
Caswal 287 Montgomery 286 Marchris Estate 270 Spitaleri 278 
Cleary 287 Fort Orange Markoff 287 Stassen 311 60-235 .. 293 
Coates 301 Paper 279 Maysteel 270 Swede 807 

















MERTENS 


- LAW OF FEDERAL INCOME TAXATION ~ 
WRITTEN BY A STAFF OF TAX EXPERTS 
ad oo 1) ee 4 | es ee eed ean ee a 

CAREFULLY CROSS REFERENCED * FULLY ANNOTATED + KEPT CONTINUOUSLY TO DATE me 







JOTED BY THE 
—the answer 
of Spake gis “book which judges 
search is rely on when writing — 
: their opinions. 


“he ble pro isions of the law 
uctions placed on them both 


long range plans, since by showing the 
it points the way to the future. 


SHOULD OWN MERTENS because it is — 
IASY TO USE — information you want can be located quitkly by the Topical, 
‘the Case or the Code Approach 
AUTHORITATIVE — Mertens is constantly cited and quoted by the courts, relied 
‘on and referred to by attorneys, CPAs, government officials and others 
PRACTICAL — presents the quickest way of finding the law and the only way 
of finding all the law weighed personally by nationally recognized experts 
_ COMPREHENSIVE — all tax rules to be found in the statutes, Treasury regula- 


fions and rulings, ond court decisions have been analyzed in detail with a 
scholarly and informed commentary 


KEPT UP-TO-DATE — by an easy to use — easy to file Loose-leaf Upkeep 
Service 





MAIL 


MERTENS is the most complete and Lge Zs COUPON 


sought after work on Federal Income Tax Law. For 
your client’s sake and your own sake — consult 
Mertens — the first place to look to get the fastest, 
the most authoritative and down-to-earth answers 
to your clients’ income tax questions. 


JT-1160 


% ; ', 6141 North Cicero Avenue 
RE oy : ia Chicago 46, Illinois Date 


nA te publications . 7 Please send me information on how easily | can own 
but only one MERTENS m MERTENS LAW OF FEDERAL INCOME TAXATION 
Your original investment is permanent. { (22 Vols.) 
You do not buy a new MERTENS set ¢ 
each year. A periodic loose-leaf service 
keeps the set always to date—at a 
price far below any comparable income t Aden. SEE Room No. 
tax service on the market. 


ce ee ee oo | b ’ City__ eis ee Ue ee ite ee 
ran 
Py, a 


Nome. al OS ee See 





